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LAMDEN, Ph.D., CPA 


Streight and Schlude fail to follow 


Bressner analysis of prepaid income 


The 


ing for prepaid income, 


by JOHN M. SULLIVAN 


two most recent court of appeals decisions on the vexing question of account- 


Streight Radio and Schlude, are, Mr. Sullivan feels, 


disappointment in that they did not accept and apply the principles laid down last 


year in Bressner. 


As he sees it, the confusion and the litigation will continue until 


the IRS and the courts recognize the fact that the problem is, as the Bressner 


opinion made clear, one of matching income and costs. 


and their advi- 
the 
Eighth Circuit in Schlude! 


(dance studio allowed to defer unearned 


.- rAXPAYERS 
sors may 


cision by the 


tax 


rejoise over recent de- 


fees) and wail over the Seventh Circuit 
Streight Radio Tele- 


vision, Inc.* (television repair man not 


decision in and 
allowed to defer prepaid service fees), 
but it ought to be pointed out that 
neither decison has really disposed of 


the problem of determining the proper 


time for reporting income when there 
is an obligation to render future serv- 
ices. Moreover, neither case shows the 


penetrating analysis and understanding 


of the underlying problems of the 


Second Circuit decision in Bressne? 
Radio® (television repair man allowed 
to defer prepaid service fees). It might 
that 


to be 


considerable 
the 
in the 


be observed, further, 


significance ought accorded 
Bressner decision merely because 
the 


ly ignored the 


Streight case circuit court studious- 
existence of the Bressner 
the Schlude the 


Eighth Circuit was able to score because 


decision and in case 


its scatter gun had so much small shot, 


including the Bressner case, that it was 


impossible to miss the target. 


In this writer’s estimation, there is 


a very real need for an authoritative 


restatement of the whole 


the 


problem of 
when a 
the 


time taxpayer realizes in- 


come. At present stage of affairs, 
there is a situation of almost insoluble 
confusion because concepts and theories 


relating to gross receipts, gross income, 


establishment of income 


actual 


property or 
expenses, 
penses, allowable expenses, and expenses 


rights, allocable ex- 
to be incurred but not yet incurred are 
that there 
is no way to express a clear statement 
of existing principles 


so inextricably interwoven 


as to the deter- 
mination of income subject to tax. 

It is necessary to take into considera- 
tion, on the income side, the receipt of 
cash, the receipt of property, the re- 
ceipt of or creation of right to cash or 
other property, and creation of rights 
subject to a substantial condition that 
must be met before possession and en- 
unqualified in the 
On the other 
are these prob- 


joyment become 


hands of the recipient. 


side of that coin, there 


lems: (1) expenditures, represented by 
an actual depletion of available re- 
sources in a current period, that are 


applicable to a later period, (2) expenses 
not yet involving a definite or legal 
liability that will be incurred in a 
future period and that are applicable to 
some earlier period, (3) similar expenses 
not currently represented by a definite 
or legal liability that are certain to be 
incurred and that will relate in terms 
of time to a future period, and (4) ex- 
penses represented by a legal liability in 
a current period, the measure of which 
be ascertained until a future 
Accountants have long attempt- 
ed to establish the principle that there 
is no income in an economic or account- 
ing sense until income has been earned. 


cannot 
period. 


And broadly speaking, the ascertain- 
ment of the amount of income earned 
has been sought by relating income to 
correlative expenses. Unfortunately, the 
accounting profession has not been as 
precise de- 
manded, and the principle of account- 
ing for income as earned has been ap- 
plied as a label without a careful de- 
lineation of the relationship between 
elements of gross income and elements 
of related expenses. 

Costs, including costs of goods sold, 
are here encompassed within the scope 
of the word expenses, although it is 
recognized that for income tax purposes 
“cost of goods sold” 
notation 


as all circumstances have 


has a special con- 
an element involved in 
the ascertainment of income subject to 
taxation. 


as 


IRS at fault 

The Internal Revenue Service, if it 
intends, or ever intended, to establish 
principles on which to build a 
administration of the tax system, 
been as guilty as any in the creation of 
the fuzziness around this area. Perhaps, 
the Internal Revenue Service deserves 
more compassion than castigation be- 


sound 
has 


cause its failure to accept responsibil- 
ity for development of principles weak- 
ens any basis on con- 
sistent, and uniformly administered sys- 
tem can be constructed. Whether or not 
the position the Internal Revenue Serv- 
ice has taken in these cases is morally 
untenable in the light of statements in 
its own Regulations is not clear. Thus 
the Service has stated: “A method of 
accounting which reflects the consistent 
application of generally accepted ac- 
counting principles in a particular trade 
or business in accordance with accepted 
conditions or practices in that trade or 
business will ordinarily be regarded as 
clearly reflecting income, provided all 
items of gross income and expense are 
treated consistently from year to year’’4 
and 


which a solid, 


“approved standard methods of ac- 


1 Schlude — F.2d — (CA-8, 10/19/60) rev’g 32 TC 
1271. We understand the Solicitor General has au- 
thorized filing request for certiorari. 

2 Streight Radio and Television, Inc., — F.2d — 
(CA-7, 7/28/60) aff’g 33 TC 127. 

8 Bressner Radio, 267 F.2d 520 (CA- 
28 TC No. 40. 

4 Regs. 1.446-1(a) (2). 

5 Regs. 39.41-2(a) (1939 Code). 
®TD 2433, 1/8/17. 

7 North American Consolidated Oil Co. v. Burnet, 
286 U.S. 417. 

8 Note 7, supra. 

® Brown V. Helvering, 291 U.S. 193 (1934). 

10 Spring City Foundry Co., 292 U.S. 182 (19384). 
11 Heiner v. Mellon, 304 U.S. 271 (19388). 


2, 1959) rev’g 
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counting will ordinarily be regarded 
as clearly reflecting income’> and “it 
will be permissible for corporations 
which accrue on their books monthly or 
at other stated periods amounts suff- 
cient to annual or other 
charges to deduct from the gross in- 
come the amounts so accrued, provided 
such accruals approximate as nearly as 
possible the actual liabilities for which 
the accruals are made and _ provided 
that where the 


meet fixed 


deductions are 
made on the accrual basis is hereinafter 


cases 


indicated, income from fixed and deter- 
minable sources occurring to the corpo- 
ration must be returned for the pur- 
poses of the tax on the same basis.’’6 


What taxpayers did 


Schlude, Streight, and Bressner basi- 
cally involve matters relating to receipts 
for which the taxpayer was obligated to 
perform services in later accounting 
periods. Streight and Bressner involved 
receipts, presumably all in the form 
of cash, for contracts for maintenance 
and repair of television sets over a 
specified length of time, which extended 
into a taxable year following the year 
of receipt. Schlude involved receipts of 
cash and promissory notes or contracts, 
for which the taxpayer obligated itself 
to furnish dancing lessons at times not 
specified, since it was subject to indi- 
vidual arrangement with the student. 

In all three instances, the recipient 
taxpayer did not include in taxable in- 
come for the year of receipt the full 
amount received but deferred into later 
periods the portion that each taxpayer 
had determined would represent income 
for such later periods. In Bressner the 
amounts deferred were related to a de- 
termination of the expenses that would 
be incurred in the period when the de- 
ferred portion of the income would be 
returned as taxable income. In Bressner 
the taxpayer satisfactorily demonstrated 
that it, in fact, did incur costs related 
to the services rendered in periods after 


2 Security Flour Mills, 321 U.S. 281 (1944). 

' Dixie Pine Products, 320 U.S. 516 (1944). 

* Lewis, 340 U.S. 590 (1951) and Healy, 345 U.S. 
278 (1953). 

Section 41 also provides that: “If no such meth- 
od of accounting has been so employed or if the 
method employed does not clearly reflect the in- 
come, the computation shall be made in accord- 
ance with such method as in the opinion of the 
Commissioner does clearly reflect the income.”’ The 
applicable regulation states at Section 39.41-1 
that: “‘the time at which any item of gross income 
or any deduction is to be accounted for must be 
determined in the light of the fundamental rules 
that the computation shall be made in such a man- 
ner as clearly reflects the taxpayers’ income.” 


receipt of the agreed price. Although 
essentially the same kind of business was 
involved in Streight, the record in that 
case does not show that the taxpayer 
demonstrated the cost actually incurred 
in performing the service during the 
period to which the income was de- 
ferred. In the Schlude case, the record 
reflects no concern over the relationship 
of expenses to be incurred with income 
deferred; it is wholly concerned with 
the question of whether uncollected fees 
were income before the time when pay- 
ments were made and services rendered. 

In all the cases, the Internal Revenue 
Service contended that the full amount 
of cash or property received plus any 
accounts receivable under contract was 
income for the year when actually re- 
ceived. In so contending, the Commis- 
sioner fell back on the refrain he had 
been plucking out of an old sing-song 
with a jarring first line composed of an 
oft-reiterated phrase, “claim of right.” 
The phrase comes from a Supreme Court 
decision involving the question whether 
certain income, earned in 1916, belonged 
to the taxpayer or to a receiver for the 
taxpayer. A court decision rendered in 
1917 held for the company. Litigation 
was continued, and it was not until 1922 
that it was finally decided that the in- 
come belonged to the taxpayer, as had 
been ordered in the earlier decision. 
The tax question thereafter raised was 
whether that income should have been 
1916, 1917, or 1922. The 
Supreme Court, in 1932, finally held that 
this income was subject to income tax 


returned in 


in 1917, when it was received, under a 
“claim of right.” The significant factor 
that has been consistently ignored ever 
since is that the amount over which the 
litigation was waged represented gross 
income reduced by all necessary costs 
and expenses, i.e., it was the residue.? 


Bressner rejected claim of right 


In the course of time the claim-of- 
right doctrine acquired a gloss of ap- 
parently unshakeable respectability. The 
significant service rendered by _ the 
Bressner decision was to show that the 
claim of right doctrine and the line of 
cases relying on it could not, in fact, 
dispose of problems involved in the de- 
termination of the proper accounting 
treatment of receipts with respect to 
which services must be rendered or goods 
must be delivered in subsequent years. 

The Bressner opinion carefully de- 
lineated each of the significant cases. 
Thus, it may be admitted that income 
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which is earned, that is, gross income 
adjusted to reflect deductions and ex- 
penses, and which is held under a claim 
of right, is includable in income in the 
year of receipt.8 Likewise, an adjustment 
of income to reflect a future contingent 
liability that was not fixed and absolute 
is not allowable.® The establishment of 
a reserve to reflect a partially worthless 
bad debt could not be justified on the 
basis of accounting where the applicable 
revenue act did not recognize deductions 
for partial worthlessness.1° A partner- 
ship formed to carry out the liquidation 
of certain businesses could not defer the 
recording of income until the liquida- 
tions had been carried out on the theory 
that until that time it would not be 
ascertained whether there was any profit 
or loss.11 The repayment of amounts, 
collected under an invalid taxing 
statute, during years subsequent to the 
invalidating of the statute could not be 
carried back and used in determining 
income for the year when the amounts 
were collected.12 Liabilities in dispute 
cannot be accrued as deductions so long 
as the dispute continues.13 Rules ap- 
plicable to the determination of in- 
come under a cash receipts and disburse- 
ments method of accounting are not 
applicable to the determination of in- 
come under an accrual method of ac- 
counting.14 

But such holdings, in the view of the 
Second Circuit, did not dispose of the 
problem in the Bressner case. The 
Bressner opinion declares that the solu- 
tion of the problem depends upon the 
and 42 of 
1939. 


Section 41 provides that the net income 


construction of Sections 41 


the Internal Revenue Code of 
shall be computed upon the basis of 
the taxpayers’ annual accounting period 
“in accordance with the method of ac- 
counting regularly employed in keep- 
ing the books of such taxpayers,” sub- 
ject to the requirement in Section 42 
providing that “the amount of all items 
of gross income shall be included in 
gross income for the taxable year in 
which received by the taxpayer unless 
under methods of accounting permitted 
under Section 41 accounts are to be 
properly accounted for as of a different 
period.”’15 

with its 
specific reference to the terms “net in- 


The reliance on Section 41 


come” necessarily draws Section 21 of 
the 1939 Code within the scope of the 
decision, for “net income” is defined as 
the gross income computed under: Sec- 
tion 22 less deductions allowed by Sec- 








4 ¢ The Journal of Taxation «+ 


[John M. Sullivan, CPA and member 
of the Minnesota and District of Colum- 
bia Bars, is a partner in the St. Paul law 
firm of Briggs and Morgan. He has 
served in the office of the Chief Counsel 
of the IRS and was a consultant for the 
Advisory Group on the revision of Sub- 
chapter K.] 





tion 23. The comprehensive effect, then, 
of Bressner is that it holds that expenses 
to fulfillment of 
obligations must be provided for before 


or cost attributable 
any amount received can be regarded 
as earned. 


Is deferral artificial? 

The Bressner opinion holds that the 
the 
pro rata monthly deferral employed by 
the petitioner did “clearly reflect in- 


final and crucial issue is whether 


come” or whether, as the Commissioner 
contends, it was purely artificial within 


the meaning of the decision in the 
Automobile Club of Michigan.16 
Here, the Second Circuit pointed 


out that only part of the amounts de- 
ferred by the automobile club was at- 
tributable to the services to be rendered 
to the club. The balance 
was spent in other activities in a manner 


members of 


and at a rate wholly within the discre- 
tion of the directors of the organization. 
In other words, the failure to ascertain 
which portion of the amounts deferred 
to the the club 
was under an obligation to render was 
fatal. 


related services which 
The method was “purely arti- 
ficial,” since it lacked a reasonable rela- 
tion to the continuing liability to render 
services. Secondly, the court stated that 
the extent of future services was wholly 
within the discretion of the directors of 
the club, and such services could have 
been suspended or restricted. The mem- 
bers had no legal right to demand a 
to 
claim refunds in the event of suspen- 


particular quantum of services or 


sion of the plan or termination of mem- 
bership. Lastly, there was no showing 
that incurred in 


fulfilling obligations under the member- 


the actual expenses, 
ship contracts, were matched with re- 
lated earnings by the revenue allocation 
adopted by the club. 


Principles unsettled 


The writer finds little comfort from 
the picture represented by the Schulde, 
Streight, True 
enough, the final conclusion of Schulde 
to the right one. The 
Streight case is disturbing because the 


and Bressner cases. 


appears be 
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Court studiously ignored the rationale 
of the Bressner decision and because the 
taxpayer failed to develop the facts and 
the relationship between income and 
expenses as was done in Bressner. ‘The 
Bressner decision is a wholesome one 
because of the factual record developed 
there, because of the careful and pene- 
trating analysis reflected in the court’s 
opinion, because it reached a result that 
conforms to the objectives expected of, 
but not found in, existing accounting 
principles, and because the result repre- 
sents a foundation on which sound ad- 
ministration of the income tax laws can 
be based. Still, it must be iterated that 
the picture is not satisfactory. 

First of all, none of the cases estab- 
lished any principle. There is not as yet 
any accounting principle precise enough 
to be satisfactory for the enforcement 
of legal rules that delineate: (1) How to 
determine whether cash or rights now 
in hand are applicable to a different 
period than the current one. (2) How 
to measure cash or value of rights now 
on hand and allocate the aggregate sum 
between a current period and a future 
period. (3) How to determine whether 
cash or the value of rights now on hand 
is subject to such substantial qualifica- 
tions or conditions as not to be subject 
to a recipient’s unqualified possession 
and enjoyment for the current period. 
(4) How to determine whether an ac- 
counting method adopted and consis- 
tently followed that values rights and 
assigns them to particular periods re- 
sults in the correct computation of an 
amount that is subject to tax. (5) How 
to determine whether a book entry as- 
signing values to property or to rights 
creates something the value of which is 
income in a On the 
side, there are questions such as these: 
(6) How is it ascertained that expenses 
incurred in a current period are ap- 
plicable to a future period? (7) In an 
undivided sum, is it determined 
how much is applicable to a current 
period and much to a _ future 
period? (8) What determines the rela- 
tionship of expenses to income? (9) In 
the absence of a direct relationship, what 
theory shall be applied in determining 
any indirect relationship necessitating 
a correlation between 


tax sense. other 


how 


how 


income and ex- 
pense?!7 

None of these questions was defini- 
tively disposed of by the Schulde, 
Streight, or Bressner cases. The courts, 
on the basis of the facts in the records, 
drew the ultimate conclusions 


as to 


whether the accounting reflected in- 
come. Perhaps, within the judicial 
framework, this is all that can be ex- 
pected. In Schulde the court merely 
stated that, even if cash payments had 
been received in full, the funds could 
not be considered earned until the peti- 
tioner had performed the services re- 
quired under the contracts. It further 
stated that, since the method of ac- 
counting consistently followed by the 
taxpayer was a system under which cer- 
tain amounts had been deferred to 
years in which the service was rendered, 
the system did reflect true income. In 
Streight the court recited the factual 
background, cited the Automobile Club 
case, referred to other cases, and stated 
as an ultimate conclusion that the deci- 
sion of the Tax Court against the tax- 
payer was affirmed. In the recitation of 
facts the court noted that the Com- 
missioner maintained “that the claim of 
right doctrine is primarily a rule de- 
signed determine and not 
whether receipts are taxable” and that 
“it is applicable to accrual basis taxpay- 


to when 


ers.”” But the court did not accord recog- 
nition to the fact that the claim-of-right 
doctrine does not, if carefully analyzed, 
determine what constitutes taxable in- 
come. 

The facts in the Bressner case, how- 
ever, did give the Second Circuit a 
strong toehold. These facts showed that 
a portion of the receipts was related to 
periods other than that of receipt, that 
certain services had to be performed 
under the contracts, that the perform- 
ance of those contracts necessitated the 
incurring of expenses in amounts which 
were determinable, that income would 
have distorted if expenses 
were not related to the income of the 
period, that the taxpayer adopted 
a system which was designed to correlate 
the income and expenses, and that the 
system did result in a determination of 


been such 


same 


income that was truly subject to tax. 
The significance of Bressner is three- 
fold. First, there is a penetrating an- 
alysis of previous cases which showed 
that the reliance placed on those deci- 
sions by the Government was misplaced, 
since they did not deal with the precise 
facing the court. Secondly, it 
shows that, if receipts involve obliga- 


facts 


16 353 U.S. 180 (1957). 

17 Section V1.462-5(b) (2). See the excellent dis- 
sertation on the matter of tax accounting for pre- 
paid income and reserves for future expenses by 
Donald Schaprio included in the Tax Revision 
Compendium submitted to the Committee of Ways 
and Means (1959) Vol. 2, page 1133 et seq. 
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tions to render services in some future 
period and the rendering of such serv- 
ices involves cost or expenses, there can 
be no determination of income subject 
to tax until the matching process is 
executed. Lastly, and more significantly 
for the tax practitioner, it demonstrates 
clearly that under the confused state of 
law now existing, where there are no 
principles on which to rely, the proper 
handling of income applicable to future 


periods requires careful determination 
of income and costs or expenses and 
a reasonable ascertainment of their 
relationship to such income. If this 
is done, taxpayer may show that the 
method of allocation used clearly re- 
flects the income to be taxed. Or to put 
the matter in another way, the proper 
division of income between periods 
must reflect a matching with costs and 
expenses, Ww 


Supreme Court, deciding Knetsch narrowly, 


leaves question of d-way loans unanswered 


| pee. THE SUPREME CourT in the 
Knetsch case decided on November 
14th confined its opinion to the situa- 
tion before it, we still have no definite 
answer to an important question of tax 
avoidance that divides the Tax Court 
and tax practitioners. That question is: 
Can you deduct interest on money bor- 
rowed to carry out a transaction de- 
signed to produce an economic loss be- 
for taxes and an economic gain only 
if the tax burden is reduced by a de- 
duction for interest?! 

Knetsch, in 1953, bought 30-year-ma- 
turity deferred annuity savings bonds 
from an insurance company. The pur- 
chase price was $4,004,000; Knetsch paid 
$4,000 and 
recourse notes for the balance, secured 
by the annuity bonds. Knetsch’s notes 
bore interest at the rate of 3.5%; the 
interest rate of 


gave the company non- 


the bonds was 2.5% 
compounded annually. 

The first year’s interest at 3.5% on 
the taxpayer’s note was $140,000 pay- 
able in advance. Knetsch prepaid the 
$140,000 interest on the day he bought 
the annuity bonds. The contract per- 
mitted him to borrow immediately the 
excess of the cash surrender value at the 
year-end over his indebtedness, a net of 
$100,000. Accordingly, five days after the 
purchase, the taxpayer borrowed from 
the insurance company $99,000, giving 
a note for that amount and prepaying 
the first year’s interest thereon of $3,465. 

Che taxpayer claimed a deduction for 
1953 of $143,465. Similar payments of 
interest and borrowings were effected in 
each of the next two contract years. In 
1956, the 
terminated. Knetsch’s indebtedness was 
then $4,307,000, the sum of $4,000,000 
and three annual borrowings against the 


December transaction was 


increase in the cash surrender value. The 


cash surrender value was $4,308,000. 


The bonds were surrendered to the com- 
pany, his indebtedness was canceled, 
and he received $1,000 in cash. 

If Knetsch had continued this process 
until maturity of the annuity bonds, 
borrowing in each year all but $1,000 
of the cash surrender value in excess of 
his indebtedness, he would have been 
entitled at maturity to an annuity of 
$43 per month. 

For the four taxable years involved, 
Knetsch paid interest totalling $441,- 
315 and received $308,000 through loans 
against the cash surrender value and the 
payment upon the surrender of the an- 
nuity contracts. Thus he was out of 
pocket (1) the difference between these 
two sums, $133,315, and (2) his $4,000 
investment, a total of $137,315. Knetsch 
would have an over-all profit only if his 
interest is deductible against ordinary 
income otherwise taxable at high rates. 

That tax saving produces a net profit 
if it exceeds the economic loss of $137,- 
315 plus the tax payable on the income 
of $304,000, ($4,308,000 value at sur- 
render less $4,004,000 cost) realized on 
surrender of the annuity bonds. When 
he embarked on the transaction, the 
taxpayer must have expected that the 
income realized on the disposition of 
the annuity bonds would be long-term 
capital gain. However, it is noted in the 
Court’s opinion that the taxpayer argued 
that he received ordinary income when 
he surrendered the annuity bonds and 
thus had a net loss even if the contested 
deductions are Therefore, 
argued the taxpayer, he could not have 


allowed. 
been motivated by tax avoidance! 


1 This question raised in the Government bond 
cases is discussed in the June and November 1960 
issues of the Journal of Taxation (12 JTAX 336 
and 13 JTAX 258). 

2 The gain on the notes was held to be ordinary 
income on authority of Paine, 23 TC 391. 
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The question before the Supreme 
Court was whether the transaction be- 
tween Knetsch and the insurance com- 
pany indebtedness within 
the meaning of Section 23(b) of the 
1939 Code and Section 163(a) of the 
1954 Code, or whether, as the district 
court (and the Ninth Circuit 
affirmed), the transaction was a sham. 

The Supreme Court noted that in the 
two taxable years involved, Knetsch had 
paid the insurance company $294,570 
and received back $203,000 in the form 
of loans. For the difference of $91,570, 
the taxpayer received what was in form, 


created an 


found 


but not in substance, an annuity con- 
tract. The contract was a fiction, accord- 
ing to the Court, “because each year 
Knetsch’s annual borrowings kept the 
net cash value, on which any annuity or 
insurance payments would depend, at 
the relative pittance of $1,000. Plainly, 
therefore, Knetsch’s transaction with the 
insurance company did ‘not appreciably 
affect his beneficial interest except to 
reduce this tax. .. .’ Gilbert (248 F.2d, 
399, 411, dissentitng opinion). For it is 
patent that there was nothing of sub- 
stance to be realized by Knetsch from 
this transaction beyond a tax reduction, 
What he was ostensibly ‘lent’ back was 
in reality only the rebate of a substan- 
tial part of the so-called ‘interest’ pay- 
ments. The $91,570 difference retained 
by the company was its fee for provid- 
ing the facade of ‘loans’ whereby peti- 
tioners sought to reduce their 1953 and 
1954 taxes in the sum of $233,297.68. 
There may well be single premium ar- 
rangements with nontax substance which 
create an ‘indebtedness’ for the purposes 
of [Section] 23(b) of the 1939 Code and 
[Section] 163(a) of the 1954 Code. But 
this one is a sham.” 


Independent lender 


Thus, where the lender is the insur- 
ance company that sold the annuity 
contract, the Supreme Court refuses to 
find a because 
there is no economic benefit to the tax- 
payer in the transaction. Yet, the Tax 
Court, despite the lack of 


benefit, has found that there is a gen- 


genuine indebtedness 


economic 


uine loan and interest paid where there 
are three parties to the transaction in- 
stead of two, the lender being a bank 
rather than an _ insurance 
(Loughran, TCM 1960-214). 

In that case, the taxpayer borrowed 


company 


from a bank the purchase price of an- 
nuity bonds, which were then pledged 
with the lender. The taxpayer paid in- 
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terest on its loan and borrowed from 
the bank amounts equal to the excess of 
the cash surrender value of the annuity 
bonds over his indebtedness. Since the 
interest rate on the taxpayer’s notes was 
higher than the interest rate at which 
the cash surrender value increased, the 
taxpayer had an economic loss before 
taxes. He had no right to annuity bene- 
fits because he borrowed the full amount 
of the cash surrender value. Despite a 
finding of fact that the taxpayer thought 
the transactions would be profitable be- 
cause he would be able to deduct his 
interest payments, the Tax Court, dis- 
refusal to allow such 
the 
pany was the lender, allowed them to 


tinguishing its 


deductions when insurance com- 
this taxpayer because he borrowed from 
a bank. 

The Tax Court in Loughran did not 
explain why the identity of the lender 
affected the genuineness of the indebted- 
ness. It simply asserted that it did. 
us that the 


difference because in 


It seems to Tax Court 


found a cases 
the company is the 
the Tax Court (and also the 
Supreme Court and most of the circuit 


where insurance 


lender, 


courts) analyzes the net effect of all the 
bank is the 
lender, the Tax Court disregards the 


transactions involved; if a 
net effect and is concerned only with 
the bank’s payments to the borrower. 
In both the net effect 
same; the taxpayer’s annuity contract 


cases, is the 
has no value (because the entire cash 
surrender value has been borrowed) and 
the taxpayer sustains an economic loss 
by paying more to the lender in interest 
the 
lender as loans. If the bank has made a 


payments than he receives from 
loan, so has the insurance company. For 
example, in Emmons and Weller cases 
(270 F.2d 194, CA-3) the taxpayers bor- 
rowed from a bank an amount necessary 
to prepay future premiums on their an- 
nuity contracts and, after prepaying in- 
terest to the insurance company, they 
borrowed from the insurance company 
an amount sufficient to repay the bank. 





Correction—In the 


December issue, 
page 356, column 2, the first complete 
sentence reads, “Such definition is 


not incorporated by reference in 
Regulations 1.421-6.” The sentence 
should read, “Such definition is now 
incorporated by reference in Regula- 
tions 1.421-6.” Our apologies to our 
readers and to the author, Malcolm 
E. Osborn. 
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If the amount advanced by the bank was 
a real loan, the advance by the insur- 
ance company of funds to repay the 
bank was also a real loan. 


Stanton raises issue 


Although the Supreme Court did not 
have to pass on the reality of a bank 
loan used to purchase annuity bonds, 
one wonders whether it will approve 
the distinction made by the Tax Court 
in the Loughran case. The Second Cir- 
cuit may make the first decision on this 
point when it decides the Stanton case 
(34 TC 1). That case involved a pur- 
chase of non-interest-bearing notes large- 
ly with borrowed funds. The transaction 
had to end in economic loss apart from 
taxes because the interest paid on the 
loan exceeded the appreciation of the 
notes to maturity. A dividend Tax 
Court allowed the interest deduction, 
despite the fact that the transaction 
had no purpose other than to reduce 
the taxpayer’s taxes through the inter- 
play of the interest deduction and the 
capital gains tax.? 

One may assume that if the annuity 
contract was in essence a fiction, the 
gain realized in form upon surrender of 
the contract in 1956 will be excluded 
from taxpayer’s income and treated as a 
refund in part of his nondeductible pay- 
ments. But the Supreme Court’s char- 
acterization of Knetsch’s economic loss 
as a fee to the insurance company ap- 
pears to afford no basis for deducting 
that loss. In the Becker case (CA-2, 4/5/ 


w accountin, 


60) the taxpayer’s economic loss in a 
Livingstone Government bond deal was 
held to be a deductible capital loss aris- 
ing from the failure to exercise an op- 
tion to buy bonds. The Tax Court is 
not accepting the Becker rationale. In 
DeWoskin (35 TC No. 44) it stuck to its 
position that, when a transaction is a 
sham, it is not a transaction entered 
into for profit, and consequently, the 
out-of-pocket expense is not deductible. 


Supreme Court dissents 


In view of the possibility of continued 
litigation of the whole question of tax- 
motivated transactions, the dissents in 
the Knetsch case are of considerable in- 
terest. The majority in Knetsch found 
this particular transaction to be a sham 
but recognized that if a 
appreciably affects the taxpayer’s in- 
terests and has real substance, it will be 
recognized despite the tax motive. The 
dissenters, Douglas, Whittaker, 
Stewart, would allow the deduction so 
long as the transaction is not hocus- 
pocus. “To disallow the ‘interest’ de- 
duction because the annuity device was 
devoid is to 
draw a line which will affect a host of 
situations not now before us and which, 
with all deference, I do not think we 
maintain when 

. . Since these transactions were 
real and legitimate in the insurance 
world and were consummated within 
the limits allowed by insurance policies, 
I would recognize them taxwise.” , 


transaction 


and 


of commercial substance 


can other cases reach 


here. 


lecisions this month 





*Transit company can deduct estimated 
liability for damage claims. A corpora- 
tion engaged in the transit business set 
up on its books of account as a book 
liability estimates of its probable liabil- 
ity for unsettled claims and also debited 
a related expense account for the in- 
juries and damages. The Commissioner 
sought to disallow the claimed deduc- 
tion, even though the taxpayer was on 
the accrual method of accounting. The 
Court affirmed the Commissioner 
on the grounds that (1) the unsettled 
claims were being contested, and (2) the 
amount of the liability was not ascer- 
tainable with reasonable certainty. This 
court reverses. It is true that all events 
that establish a definite liability of the 
taxpayer must have occurred during the 
tax year and the amount of such liabil- 
ity must be determinable with reason- 


Tax 


able certainty if such liability is to be 
deducted on the accrual basis. Here the 
operative facts occurred within the tax 
year, and it is evident that there is going 
to be some liability. The only question 
is in which particular claims this liabil- 
ity will occur. Due to the number of 
claims against this taxpayer, its posi- 
tion is similar to that of an insurance 
company deductions. This 
court holds that, where a volume of acci- 


claiming 


dents exists, the taxpayer is justified in 
following the standard accounting prac- 
tice of estimating the amount of liabil- 
ity and claiming that amount as a de- 
duction. Milwaukee & Suburban Trans- 
port Corp., CA-7, 10/24/60. 


Must capitalize demolition costs; new 
building brought profitable lease. Tax- 
payer, who had for 10 years owned 
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land and a building on it, entered into 
a 30-year lease wherein he agreed to 
demolish the building and to construct 
a new one more suitable to the lessee’s 
needs. The lessee agreed to pay tax- 
payer additional rent to reimburse him 
for the demolition construction. 
Taxpayer, however, claimed a demoli- 
tion loss for the adjusted basis of the 
old building. He argued that, since he 
had formed the intention of demolish- 
ing the building long after its purchase, 
he should be allowed demolition costs 
as an expense. The Tax Court dis- 
allowed the deduction and this court 
affirms. The Code allows a loss only if 
not compensated for by insurance or 


and 


otherwise. This taxpayer was adequate- 
ly compensated by the lease and the 
more valuable building he now owned. 
Nickoll Estate, CA-7, 10/12/60. 


Gain recognized on exchange of desert 
land for residential property held for 
sale. Taxpayer owned desert land that 
she exchanged for cash, a_ purchase 
money mortgage, and residential prop- 
erty. Taxpayer moved from her resi- 
dence to the new property so that she 
could paint and repair the residential 
property. Taxpayer claimed non-recog- 
nition of gain to the extent of the value 
of the residential property on_ the 
ground that she exchanged her desert 
land, held for investment, for like prop- 
erty continued as an investment. Con- 
that the residential property 
was held primarily for sale rather than 
investment, the rules that 
the entire gain is taxable. The non- 
recognition rules of 1954 Code Section 


cluding 


Tax Court 


1031(a) do not apply to property held 
primarily for sale. Black, 35 TC No. 13. 


Can’t accrue interest not payable while 
RFC loan is outstanding. An accrual- 
basis taxayer held 5% debentures of a 
corporation that with taxpayer’s con- 
sent entered into an agreement amend- 
Under this 
amendment taxpayer relinquished its 


ing the trust indenture. 
right to receive payment of principal 
or interest on the bonds until an RFC 
loan was fully paid, renounced its right 
to assert claims under the debentures, 
and agreed to pay over to the RFC any 
sums received under the debentures. 
Taxpayer nevertheless accrued the in- 
terest on its books but claimed that such 
interest was not income for tax pur- 
poses. The court agrees with the tax- 
payer, finding that under the amend- 


ment taxpayer merely had a_ quali- 


fied right to receive the interest and 
that it cannot be said that taxpayer has 
a fixed and unconditional right to the 
interest, which is necessary to accrue the 
interest. Standard Lumber Co., 35 TC 
No. 24. 


Worthless securities a capital loss in 
year corporation was dissolved. Tax- 
payer advanced substantial sums to a 
mining partnership. When the partner- 
ship incorporated in 1950, taxpayer can- 
celed its loans in exchange for preferred 
shares of the corporation’s stock. Such 
stock then had no ascertainable fair 
market value but did have intrinsic or 
potential value. The court finds the 
preferred stock became worthless in 
1952, when the corporation was in- 
solvent and decided to The 
capital loss sustained on worthlessness 
of the stock was the amount of the ad- 
vances taxpayer canceled in exchange 
for the stock. Birch Ranch & Oil Co., 
TCM 1960-225. 


dissolve. 


Additional state taxes resulting from 
recomputation of income are deductible. 
The Commissioner adjusted taxpayer's 
net income for the taxable year 1952. 
Taxpayer claimed deduction for the 
taxable year 1952 for the amount of 
additional state that re- 
sulted from the Commissioner’s adjust- 
ment of taxpayer’s net income for that 
year. The court allows a deduction, hold- 
ing that a corporation with an accrual 


excise taxes 


method of accounting is entitled to 
accrue additional excise tax based upon 
any adjustment made by the Commis- 
sioner increasing its income that is 
proper and that it has not contested. 
The Commissioner’s argument that tax- 
payer was contesting the adjustment was 
rejected, the taxpayer was contesting 
only its excess profits credit for 1952, 
not its net income. Colt’s Manufactur- 
ing Co., 35 TC No. 12. 


Tax-saving short-sale scheme lacked sub- 
divided deductions denied. A 
listed railroad corporation declared a 
dividend on December 13, payable on 
December 28 to holders of record on 
December 23. The stock went ex-divi- 
dend on the stock exchange on Decem- 
ber 20. On December 14, pursuant to a 
prearranged plan with its broker-dealer, 
taxpayer, a printing company, sold the 
shares short with dividends on and the 
following day purchased the same quan- 
tity of the same stock with dividends on. 
Taxpayer and its broker exchanged divi- 


stance; 
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dend checks of $21,700 each. Taxpayer 
claimed a dividends-received credit of 
85% of the dividends because it was 
long on the record date. It claimed a 
business expense deduction for the en- 
tire $21,700 paid as dividends to the 
owner of the shares it borrowed to make 
delivery on its short sale. Noting that 
this was merely a paper transaction that 
lacked substance and that the exchange 
of checks was solely to color the trans- 
action, the Tax Court disallows both 
the dividends-received credit and the de- 
duction for the amount paid. Empire 
Press, Inc., 35 TC No. 17. 


Service income not accruable until fixed 
and determinable. Taxpayer, an accrual 
and calendar-year-basis taxpayer, pro- 
vided services and facilities to an affii- 
ated corporation that had a fiscal year 
ending February 28. It was agreed that 
the reasonable value of the services for 
a given fiscal year would be determined 
on 2/28 by the president and controlling 
stockholder of both corporations. The 
Commissioner sought to have taxpayer 
include the service income in its income 
for the calendar year ending two months 
before the determination of the value 
of the services. The Tax Court disagrees 
and rules that taxpayer may report the 
income in its following calendar year. 
The service fees were not fixed or deter- 
minable, and the basis for their compu- 
tation was not unchangeable until the 
end of the affiliate’s fiscal year. Emery 
Kinkead, Inc., 35 TC No. 19. 


Condemnation award not income until 
paid. The City of Wichita commenced 
proceedings under the power of eminent 
domain to acquire 38.11 acres of land 
belonging to the taxpayers. The commis- 
sioner appointed to appraise the prop- 
erty made an award to the taxpayers 
substantially below what the taxpayers 
considered to be the fair market value 
of the property. An appeal to the dis- 
trict court resulted in an award of $30,- 
988.33 for their land, plus interest at 
6% per annum from December 3, 1954. 
Both parties appealed, and in 1956 the 
Supreme Court of Kansas affirmed the 
award. Later, on April 12, 1956, the 
City of Wichita deposited the amount 
of the award with the clerk of the dis- 
trict court but failed to deposit the 
interest or court cost as required by law 
and the order of judgment. The tax- 
payer filed a writ of mandamus with 
the Supreme Court of Kansas, which 
resulted in a decision, in 1958, that the 
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city had not complied with the earlier 
judgment and that the city was liable 
for interest on award at the rate 
of 6% per annum from December 3, 
1954. In 1958, the city paid the balance 
due on the judgment to the district 
clerk who, in turn, paid the sum to the 
1958. The 


Commissioner contended that the con- 


the 


taxpayers on January 25, 


demnation award was income to the tax- 
payers in 1956. This court holds that 
the condemnation award was paid to 
the taxpayers in January 1958 and that 
the tax consequences flowing from this 
award are to be included in the gross 
income of the taxpayers for the year 
1958 and not the year 1956. Steck, DC 
Kan., 10/21/60. 


Notes for salary are income despite 
formal desposit with bank. Taxpayers 
were stockholders in a corporation that 
$166,000 


and commissions. The cororpation sold 


owed them some for salaries 
some assets, and the buyer paid for them 
with its notes for $205,000. In form the 
buyer agreed to assume the corporation’s 
indebtedness to the stockholders, and the 
$205,000 of notes were held by a bank 
under instructions to pay out all collec- 
tions to the stockholders on account of 
the salary indebtedness. Thereafter, the 
corporation dissolved and distributed its 
remaining assets, timberlands, in liquida- 
tion. Taxpayers reported capital gain in 
liquidation timberlands and 
ordinary income on payments from the 


on the 
bank as received. The Tax Court found, 
this that the bank 
merely acted as a collection for 


and court afhrms, 
agent 
taxpayer and that, in reality, the notes 
the 


tributed 


for sale of the assets were dis- 


to stockholders for their back 
salary and, taken at their fair value 
(this was face), are ordinary income to 
the extent of the $166,000 back salary 
The 
berlands are capital gain on liquidation. 


Bratton, CA-6- 10/31/60. 


indebtedness. excess and the tim- 


A 1953 carryback deduction of 1955 net 
operating loss computed under 1939 
Code. Taxpayer, having suffered a $5,000 
net operating loss in 1955, filed a claim 
for refund based on a carryback of the 
1953. Taxpayer had realized a 
long-term capital gain of $37,600 in 
1953 and, accordingly, had deducted 


loss to 


50% of the gain from his gross income 
for that year. The 1939 Code required 
that the net operating loss carryback be 
reduced by any 50% long-term capital 
gain deduction of the year to which 
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the loss was being carried back. \'There 
is no such requirement in the 1954 
Code. The Commissioner argued that 
the 1939 Code governed computation 
of the net operating loss deduction in 
1953, and accordingly, the 1955 loss 
carryback should have been reduced by 
the 1953 capital gain deduction, thereby 
eliminating any net operating loss de- 
duction in 1953. Taxpayer argued that 
the carryback of the 1955 loss to 1953 
was authorized by the 1954 Code, and 
therefore, both the amount of the 1955 
loss and the deduction in 1953 must be 
computed under the 1954 Code. Tax- 
payer based his argument on the fact 
that 1954 Code Section 172(e) relates 
only to the amount of carryback or 
carryover and does not specify that the 
deduction in a carryback year is gov- 
erned by the Code applicable in that 
year. The Tax Court agrees with the 
Commissioner and disallows the entire 
1953. Since 1954 Code Section 
7851 makes Section 172 applicable only 
to taxable years beginning in 1954, the 
net operating loss deduction provisions 
of the 1954 Code could 
prior years. Accordingly, 


loss in 


not apply to 
although the 
1955 net operating loss was correctly 
computed under the 1954 Code, the loss 
deduction available for 1953 had to be 
computed under the 1939 Code. Kent, 
35 TC No. 5. 


Treasury stock included in assets and 
inadmissible assets for EPT credit. Tax- 
payer purchased its own stock for $6.5 
million in May 1950, treating the stock 
as treasury stock. In 1951 it used some 
of the stock to acquire assets of another 
corporation and in 1952 formally re- 
tired the remaining stock. In computing 
its excess profits tax credit for 1952 
under the invested capital method, tax- 
payer excluded the treasury stock from 
its computation of both assets and in- 
admissible assets (i.e., it treated the pur- 
chase as a capital reduction). The Com- 
missioner determined that the treasury 
stock be included in the total 
assets and in inadmissible assets. A dif- 
ference in the amount of excess profits 
credit result between the two 
methods because a capital reduction is 
made from invested capital before ap- 
plication of varying percentages to ob- 
tain the invested capital credit, whereas 
the reduction for inadmissible assets is 
a ratio applied after the computation of 
the credit. The court holds for the Com- 
missioner, finding that the purchase of 
the stock did not result in a capital re- 


should 


would 





duction, that the treasury stock was held 
in good faith for business purposes and, 
therefore, should be included within the 
corporation’s assets. The shares should 
be included in inadmissible assets be- 
cause the term “inadmissible assets” is 
defined as stock in corporations, except 
stock that is not a capital stock. Four 
dissents argued that treasury stock 
should not be included in the assets or 
in inadmissible assets. Colt’s Manufac- 
turing Co., 35 TC No. 12. 


New subsidiary allowed new CABPNI. 
[Acquiescence] A subsidiary company, 
formed during the Korean War EPT 
base period years, computed a special 
“Constructive Average Base Period Net 
Income” allowed corporations formed 
after the beginning of the base period. 
The computation involves the use of 
an industry-wide rate of return on total 
assets. The fact that the subsidiary was 
formed by the transfer of cash to it by 
the parent in exchange for all of the 
subsidiary stock did not make it an 
acquiring corporation. The Tax Court 
held that even if it were, it still had the 
option to use this method. The Com- 
missioner acquiesces in the result only. 
Davey Co., 32 TC 743, acq., IRB 1960- 
45. 


Taxpayer fails to establish CABPNI 
for EPT relief. Taxpayer claimed it was 
entitled to relief from excess profits tax 
for the years 1941-1945 under the pro- 
visions of Section 722 of the 1939 Code 
on the ground that it changed the char- 
acter of its business during the base 
period and that during the base period 
it was committed to a change of capac- 
ity for production or operation that was 
consummated after the base period. In 
1936 taxpayer manufactured zippers, re- 
lying primarily on a new process. In 
that year a new interest took over tax- 
payer, it being conceded by the Com- 
missioner that the change in the man- 
agement was a change in the character 
of its business wihin the meaning of 
Section 722(4). Taxpayer argued that it 
was entitled to use the push-back rule, 
as it was committed to a change of 
capacity during the base years; taxpayer 
also submitted its computation, using 
the push-back rule, of a constructive 
average base period net income. The 
court holds against taxpayer, finding that 
it was not committed to any change in 
capacity and that, even assuming that it 
did change its capacity and would be 
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failed to establish a fair and just amount 
representing normal base-period earn- 
ings for a changed business. The court 
rejects taxpayer’s computation of a con- 
structive average base-period net in- 
come. Coats & Clark, Inc., 35 TC No. 16, 


Tax Court upheld in finding that 
dealer’s sale of rental cars brought or- 
dinary income. The taxpayer, a Cali- 
fornia corporation, was a Chrysler-Plym- 
outh automobile agency. It engaged in 
the usual dealer’s enterprises, including 
the sale of new and used cars, parts, and 
services, as well as automobile finance 
and insurance services. In addition, the 
taxpayer rented some cars for various 
periods of time prior to their sale. These 
rentals were of both short-term and long- 
rentals 
is meant rentals by the day, week, etc., 
and by rentals is meant 
leases for a period of one or two years. 
The taxpayer entered the short-term 
rental business prior to 1945 and the 
long-term rental August 
1949. The Chrysler Corporation rules 
which the taxpayer acquired 
rental vehicles prohibited the taxpayer 
from selling its vehicles outright as new 
cars, but no prohibition was placed on 
the sale of short-term rentals after six 
months or on the practice of giving 
a lessee option to purchase after twelve 
months’ use. The Tax Court determined 
that the rental vehicles sold by the tax- 
payer were “held primarily for sale to 
customers in the ordinary course of his 
trade or business.” 

The taxpayer argued in this court 
that error was committed by the Tax 
Court to the extent that the purpose 
for which the property was held at the 
time of sale influenced the decision of 
the Tax Court. The Tax Court con- 
cluded that the taxpayer “acquired, held 
and sold the rental! cars with the primary, 
essential, substantial and determining 
business purpose of selling them to 
customers in the ordinary course of his 
business.”” This court concludes that the 
language does nothing more than indi- 
cate that the taxpayer had as one of its 
primary purposes the ultimate sale of 
these cars to its customers and that this 
intention continued unaltered while the 
cars were being vented and later held 
until customers purchased them. 

The taxpayer also maintained in this 
court that the sale of used rental vehi- 
cles is a normal, necessary, and ultimate 
of the rental cycle, that it is 
by competition to dispose of its 


term variety; by short-term 


long-term 


business in 


under 


phase 


forced 


vehicles when they are no longer com- 
mercially valuable for rental purposes. 
Consequently, the taxpayer contended 
that the Tax Court erred in concluding 
that the taxpayers held the vehicles pri- 
marily for sale to the extent that it 
considered (1) the taxpayer’s sales activ- 
ity and (2) the frequency, continuity, and 
substantiality of the sales and the prox- 
imity of sales to purchases. This court 
concludes that sales activity, the fre- 
quency, continuity, and substantiality 
of sales, and the proximity of sales to 
purchases are factors that are relevant 
in determining if one who rents auto- 
mobiles is primarily engaged in the sale 
of automobiles to customers in the ordi- 
nary course of its business, and conse- 
quently, the Tax Court’s consideration 
of these factors was proper. 

The taxpayer also contended that the 
Commissioner’s allowance of the claimed 
depreciation deductions for the period 
during which the cars were being rented 
precluded a finding that at the termina- 
tion of the rental period the cars were 
held primarily for sale to customers. 
This court holds that the use of the 
word “primarily”. indicates that the 
property sold could have been held for 
more than one purpose. Depreciable 
property used in a trade or business 
may be held primarily for sale, particu- 
larly where the depreciable articles, after 
having been used, are actively sold on a 
frequent and recurrent basis. 

The opinion also states that this court 
is bound by Rule 52(a) of the Federal 
Rules of Civil Procedure of not dis- 
turbing a trial court’s finding unless it 
is “clearly erroneous.” Judge Pope, how- 
ever, in a concurring opinion, takes is- 
sue with this last phase of the ruling. 
Greene-Haldeman, CA-9, 9/21/60. 


Payments for covenant not to compete 
nonseverable from consideration paid 
for all assets. Taxpayers, who owned 
and operated three supermarkets, each 
separately incorporated, entered into 
negotiations with Food Fair, Inc., re- 
garding a proposed sale of the super- 
markets. After extensive negotiations, 
taxpayers liquidated the three corpora- 
tions and sold the assets to Food Fair for 
$725,000. The sales agreement allocated 
$615,000 to fixed assets and $110,000 to 
a two-year agreement not to compete. 
Upon examination of all the facts, the 
court holds it reasonable to conclude 
that the covenant not to compete was 
unilaterally injected by Food Fair solely 
to obtain a tax advantage and that the 
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amount ostensibly paid for such a cov- 
enant was in fact nonseverable from the 
entire consideration of $725,000 paid 
to taxpayers for all the assets, includ- 
ing the leases and good will, for which 
no amount of the purchase price was 
allocated in the 
TCM 1960-228. 


formally agreement. 


Schwartz, 


Capital gain on fox pelts. After foxes 
were no longer useful as breeders on 

fur ranch, 
the breeding herd and 
their pelts sold. The district court held 
that these culls qualify as breeding ani- 
1231 and that the 
proceeds of sale of the pelts is entitled 
to capital gain treatment. The court 


taxpayer’s fox they were 


culled from 


mals under Section 


also held that the foxes are, in prin- 
ciple, subject to a depreciation allow- 
ance; but taxpayer was unable to estab- 
lish their salvage value, so depreciation 
could not be computed. The district 
court is affirmed. Cedarburg Fox Farms, 


Inc., CA-7, 11/2/60. 


DEPRECIATION 


IRS won't follow Northern Natural Gas 
on depreciation easements. The IRS 
will not follow the decision of the 
Eighth Circuit (277 F.2d 128). The court 
held that the taxpayer was entitled to 
depreciate its right-of-way easements for 
its pipelines used to transmit gas. The 
position of the IRS is that the useful 
life of the easement rights in the busi- 
ness could not be determined with rea- 
sonable certainty. TIR-251. 


Oral lease gave no economic interest 
in coal. Taxpayer claimed that an oral 
lease gave him the exclusive right to 
mine field. The 


price he was to receive fluctuated with 


coal from a certain 
the market price of coal. Taxpayer con- 
ceded the agreement could be termina- 
ted by either party at any time with- 
the On 
facts, the jury found that taxpayer did 
have an 


out liability to other. these 


not economic 


interest in the 
coal in place and was not entitled to 
a depletion deduction. Meadows, DC 


Va., 6/7/60. 


Improvements to leasehold depreciable 
over useful life; lessor and 
lessee were related. Improvements to a 


longer 


leasehold are required to be amortized 
over their estimated longer useful life, 
rather than the remaining term of the 
lease, where the lessor was the wife of 
the principal stockholder of taxpayer. 


January 1961 


Even though there was no _ renewal 
clause in the lease, the unity of interest 
made it reasonably certain that the tax- 
payer would remain upon the premises 
beyond the termination of the lease. Van 


Keppel Co., TCM 1960-224. 


Depreciation groupings upheld. ‘Tax- 
payer, a public utility, based its de- 
preciation on the useful lives of three 
component groups. The IRS 
puted depreciation based on average 
lives of functional groups. The court 
approves taxpayer’s method, finding that 
it was realistic and practical. Portland 
General Electric Co., DC Ore., 9/26/60. 


recom- 


Life of improvements on leased prop- 
erty determined. [Acquiescence]| In 1953 
taxpayer had constructed or was com- 
mitted to construct permanent heavy 
improvements on leased property that 
would last beyond the life of the lease. 
The court held that these expenditures 
must be depreciated over the useful 
life of the asset, since, considering the 
circumstances at the start of 1953, it ap- 
peared that the taxpayer would exercise 
its option to purchase. The court also 
determined the useful life of the assets 
involved. Dawson-Spatz Packing Co., 34 
TC No.50 , acq., IRB 1960-45. 


ACCOUNTING METHODS 


Sale occurs on signing installment sales 
contract, not when title passes. For in- 
stallment sale purposes, “sale or other 
disposition” occurs in the year a binding 
agreement to sell property occurs rather 
than the settlement year, when legal title 
is to pass. Since mathematical computa- 
tion established that less than 30% of 
the total purchase price of farm land 
was received by taxpayer in the year of 
sale of other disposition, taxpayer is held 
entitled to use the installment method 
in reporting income from the 
Stuart, TCM 1960-234. 


sale. 


Gross income for depletion is net of 
trade, but not cash, discounts. In com- 
puting gross income from the property 
on which percentage depletion is com- 
puted, selling prices must be reduced 
by trade discounts. A true cash discount, 
essentially in the nature of interest, does 
not reduce income from the property. 
In Rev. Rul. 55-13 the IRS had ruled 
that only cash discounts equal to a fair 
interest rate would be treated as cash 
discounts. Due to difficulties in deter- 
mining what is a fair interest rate, that 
ruling is now withdrawn. The test now 
is whether the discount allowed is essen- 
tially equivalent to interest. The factors 
indicating that are prevailing bank loan 
rates, whether the amount of discount 
granted varies with time, and whether 
surcharges are made if the customer de- 
lays payment. Rev. Rul. 60-257. 


Bank’s election of bad debt reserve 
method upheld. Taxpayer, a bank, had 
used the specific charge-off method of 
deducting bad debts. In 1947 the Treas- 
ury allowed banks the use of a reserve 
method based on a 20-year moving aver- 
age. adopted the reserve 
method and computed its loss percent- 
age on the basis of total losses and total 
outstanding loans at the end of each of 
the 20 years. In later years, taxpayer un- 
authorizedly changed its method of com- 
puting the percentage. It shifted from 
year-end to average of the annual per- 


Taxpayer 


centages for each of the 20 years. In a 
later year, a revenue ruling approved 
the use of the latter method by banks, 
provided it was consistently followed. 
The Commissioner argued that, since 
taxpayer had not been consistent in the 
past, it could not now use the second 
method. The Tax Court disagrees and 
rules that the second method is available 
to taxpayer as long as it is consistently 
applied after the date of the ruling. 
Boardwalk National Bank of Atlantic 
City, 34 TC No. 99. 
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PHC treating royalties as capital gain 
can’t use depletion for PHC tax. Owners 
of coal royalties who have the requisite 
economic interest in the coal are per- 
mitted to treat royalties as capital gain. 
A personal holding company that does 
this in computing its ordinary income 
tax may not take a deduction for de- 
pletion in computing the personal hold- 
ing company tax. The starting point 
for the computation of taxable income 
for PHC tax is the same as for the 
ordinary corporation tax. Since deple- 
tion is denied for normal tax and surtax 
when capital gain treatment is chosen, 
it is not allowable for PHC tax. Rev. 
Rul. 60-283. 


Proportionate profits method of deple- 
tion rejected. The proportionate profits 
method of computing gross income as 
the depletion basis takes a proportion 
of the taxpayer’s entire profit attribu- 
table to the mining operation. However, 
the method is applicable only when the 
price of the first commercially market- 
able product cannot be determined. The 
court finds there is a market for tax- 
payer’s raw limestone and refuses to 
permit him to apply the proportionate 
profits method. Scott, DC Ala., 10/12/ 
60. 


BAD DEBTS 


Stockholder’s indemnification to guar- 
antor of corporate loan was capital loss. 
Taxpayer was a principal stockholder 
in a financially distressed corporation. 
The corporation obtained a bank loan 
that was guaranteed by an outsider. All 
of the shareholders, including taxpayer, 
transferred to the guarantor half of 


their stock in the corporation. The 


guarantor, in turn, transferred such 
shares to taxpayer in return for tax- 
payer’s agreement to indemnify the 
guarantor for any losses resulting from 
the guarantee. The corporation later 
went into bankruptcy, and taxpayer 
claims a business bad debt (ordinary 
loss) of $14,300, the amount paid by 
taxpayer in satisfaction of his indemnity 
obligation. Noting that, in substance, 
the guaranty transaction was merely an 
acquisition of additional shares by tax- 
payer, the Tax Court rules that tax- 
payer has a loss from worthless securi- 
ties (capital loss). The court rejects tax- 
payer’s argument that his primary mo- 
tive was to improve the financial posi- 
tion of the corporation so that it might 
continue to lease premises in a building 


owned by taxpayer. Taxpayer did not 
show that he could not rent the premises 
to others. Harvey, Jr., 35 TC No. 15. 


Loss on guaranty of corporate debt de- 
ductible by stockholder as a_ business 
bad debt. Taxpayer had been involved 
over a 25-year period with the sale, 
rental, repair or use of heavy earth-mov- 
ing or transportation equipment. He 
used his funds and credit as they were 
needed in the organization and opera- 
tion of these businesses and he devoted 
his personal abilities, experience, initia- 
tive, energy, and services to them. The 
court finds that taxpayer was by no 
means a mere “passive investor” in these 
enterprises but that he personally was 
a most important factor in each. Ac- 
cordingly, losses he sustained as the re- 
sult of his guaranties of debts owed by 
a controlled corporation are held de- 
ductible as business bad debts. Gamble, 
TCM 1960-238. 


Author-stockholder has some ordinary 
loss and some capital loss on uncollect- 
ible advances to corporation. ‘Taxpayer, 
a dictionary publisher and author, made 
various advances to a financially dis- 
tressed corporation of which he was a 
principal shareholder. The advances be- 
come uncollectible, and taxpayer 
claimed a business bad debt deduction 
(ordinary loss), The Tax Court breaks 
the advances down into three categories. 
The first was evidenced by a “registered” 
promissory note transferable on the 
books of the corporation. Accordingly, 
says the court, this was a worthless se- 
curity that could be deducted only as a 
capital loss. The court allows a business 
bad debt deduction for the second 
group of advances on the ground that 
the bankruptcy of the corporation would 
have been a severe blow to taxpayer's 
reputation and prestige. 
The corporation was formed by tax- 


professional 


payer to provide him with a ready pub- 
lishing outlet for his own works and to 
enhance and exploit his reputation as 
a writer. The third series of advances, 
having been made when the corporation 
was virtually bankrupt, is deemed to 
have been a contribution to capital 
rather than a loan. Taxpayer could not 
reasonably expect repayment other than 
possible future corporate 


Funk, 35 TC No. 7. 


earnings. 


Code limits bad debt deduction of sav- 
ings and loan association. Code Section 
593 limits the bad debt deduction of a 
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savings and loan association to the 
excess, if any, of 12% of its deposits over 
its capital and surplus. This provision 
governs for tax purposes, even though 
the Federal Deposit Insurance Corpora- 
tion and state authorities may require 
a larger reserve to be kept on its books. 
South Side Building and Loan Assn.; 
Central Savings Assn., DC Ohio, 9/29/ 
60. 


Advances to corporation deductible as a 
nonbusiness bad debt. Taxpayer was in 
the electrical contracting business. He 
advanced monies to a _ corporation 
formed to engage in the general con- 
tracting business in which his wife 
owned 20%, of the stock. He also ex- 
ecuted a deed of trust to a bonding com- 
pany in order to obtain additional cor- 
porate funds and agreed to indemnify 
a licensed individual for negotiating a 
contract for the corporation. When the 
corporation became insolvent, taxpayer 
sought to deduct the advances as a 
business bad debt and also claimed a 
deduction for his liability under the 
indemnity agreement and contract per- 
formance bond. The court holds the ad- 
vances are deductible only as nonbusi- 
ness bad debts, since taxpayer was not 
in the business of financing and making 
loans. Furthermore, a deduction for the 
indemnity and performance liability is 
denied because taxpayer's liability was 
being contested and was only contingent 
in the taxable year. Turner, TCM 1960- 
210. 


Bad debt relating to physician’s prac- 
tice allowed as a business loss. Be- 
ginning in 1946 and until the middle 
of 1952, taxpayer, a physician, carried 
on his professional business as a member 
of a group practice partnership. The 
partnership organized a corporation to 
hold title to the building in which the 
practice was conducted. At the time tax- 
payer entered the partnership, he sold 
his medical equipment to the corpora- 
tion, which in turn leased it to the part- 
nership. The corporation gave taxpayer 
notes for the purchase price. When tax- 
payer withdrew from the partnership, 
he carried on an individual practice, 
which was the way he carried on his 
business in 1955, when the notes be- 
came worthless. The court concludes the 
loss on the notes constituted a business 
bad debt because there was a direct rela- 
tionship between the incurring of the 
indebtedness and taxpayer’s business. 
Bernstein, TCM 1960-213. 
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Tax traps for company and owner lie 


hidden in many stock-redemption plans 


by RICHARD L. GREENE 


This article is a warning to tax practitioners and their clients not to rest content 


with obsolete stock-purchase agreements and other arrangements for transferring 


interests in a close corporation at death of a controlling stockholder. Possibilities 


of tax disaster in these now outmoded plans are numerous; problems include 


changes in valuation, in the law, 


regulations, 


and cases; the unreasonable-accumu- 


lation penalty; unmerited reliance on Section 303, the tortuous and lethal effect 


of current attribution rules. 


r i Yoo many of the stock-purchase agree- 
in effect should be 
as obsolete as the 


ments currently 
destroyed. They are 
campaign promises and as hazardous as 
Russian roulette. Tucked away in many 
they have 
induced an entirely false sense of secur- 


corporate vaults, for years 
owners of the closely held 
These 
executed 


ity in the 
corporation and in their families. 
hallowed contracts were ori- 
ginally on the enticing proposition they 
would protect the corporation against 
the death of the key 
holder and also protect the widow; giv- 
continuity and free- 


dom from harassment from the widow 


executive-share- 


ing the company 
or outsiders and providing the widow 
and children with vital and ample cash. 
Instead, however, these respected agree- 
and 
rendous tax bills to the corporation and 
to the 


ments may bring disaster hor- 


estate. What may once have been 
a good, sound document or a ticket to 


security and survival may have been 
transformed into a one-way ticket to tax 
inferno. 

What 
great 


some 


this transformation? A 
and 
and some 
plus a Tax Code written in 1954 with 


caused 


mass of decisions rulings, 


incongruous senseless, 


a maze of provisions that can create 


havoc with many a stock agreement. 
The cases, the rulings, and the statutes 


have conspired to construct deep and 
devilish traps, such as penalty surtaxes 
on the corporation and heavy dividend 


Strong words, each said carefully and deliberately. 


taxes on the stockholder’s estate. We 
like to take a short tour into 
this hinterland and cautiously peer into 


should 


these traps and perhaps chart a course 
through this hazardous field. 


Who are the contracting parties? 


Before scouting the traps, we must 
chart the territory, which here means: 
Who are the contracting parties of the 
stock-purchase agreement? The contract 
may be solely between stockholders, or 
more likely the corporation may be a 
party with one or more shareholders. 
Occasionally it may be a two-way pack- 
age under which either the corporation 
or the surviving stockholders, or both, 
may be purchasers of the stock. The 
number of tax pitfalls may increase if 
the corporation is a party, but economic 
reasons other factors seem to re- 
quire in most cases that the corporation 
be obligated on the contract. The cor- 
poration buys the stock from earnings 
taxed but the shareholders may 
have to use dollars taxed twice or in- 
surance proceeds paid for with double- 
taxed dollars. 

Thus, the choice between stock-re- 
demption agreements and cross-purchase 
agreements has usually been resolved in 
favor of the former.! Since the traps and 
pitfalls are more plantiful in that type 
of agreement, we will focus upon the 
agreement where the corporation is a 
party. These are termed for convenience 


and 


once, 


“stock-redemption agreements.” The re- 
demption may occur either at death of 
a shareholder, or upon his retirement, 
and it may be accomplished under an 
option arrangement or a mandatory re- 
quirement which compels the purchase 
by the corporation. 

The typical stock-redemption agree- 
ment features an absolute and manda- 
tory requirement that upon the death 
of the stockholder the corporation must 
redeem his stock. A nationwide survey 
would no doubt disclose thousands of 
such contracts now in effect. Many of 
these mandatory arrangements were 
made with careful deliberation and 
good reasons to provide a_ positive 
method for tending to the financial 
needs of the widow and making it cer- 
tain that the corporation will go for- 
ward, unencumbered by stock owned 
by widows or outsiders. It is incon- 
gruous that a technique that seemed 
so good for the corporation and the 
widow may be used by the tax collector 
to generate great amounts of revenue. 
Yet it is plain that a redemption under 
a mandatory contract may bring down 
a 38.5% surtax on the corporation for 
“unreasonable accumulation” under Sec- 
tion 531 (old Section 102) and may at 
the same time generate a huge dividend 
tax on the estate. The contract may 
even be attacked because of its absolute 
purchase requirement as being illegal 
under state law. Thus, what was de- 
signed as a good contract may later 
turn into a devilish document. 

What about the corporate victim of 
the redemption: Is the redemption un- 
der the contract any justification for 
the assertion of the unreasonable ac- 
cumulation or penalty surtax? The key 
is, of course, whether the earnings were 
accumulated for the “reasonable needs 
of the business.”2 Where corporate earn- 
ings are salted away over the years in 
order to cover the requirements of a 
mandatory stock redemption upon the 
death of a shareholder, does this serve 
the reasonable needs of the business? 


1 The popularity of the two major types seems to 
have shifted from time to time. Thus, during the 
span of years when the Commissioner was attack- 
ing the surviving shareholders (Holsey, Zipp, and 
Sanders, infra), the cross-purchase agreement 
was probably favored. 

2 Section 533 (a). 

8 Dill, 39 BTA 1028 (1989) (non-acq.); Gazette, 
DC Ark., 1952, 103 F.Supp. 779. Preceding Pelton 
was Hedberg-Friedheim Contracting Co., 15 TCM 
1433 (1956), aff'd. (CA-8, 1958) 251 F.2d 839, 
where the Tax Court in a Section 102 case reject- 
ed an argument that an accumulation of earnings 
for a redemption of one of two stockholders who 
were in disagreement was reasonable. See also 
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We have a firm conviction that sup- 
plies a powerful “yes!” There should 
be no doubt that the preservation of 
the continuity of a business and its em- 
ployees and the prevention of potential 
harassment from the widow or execu- 
tors of the deceased shareholder or from 
possible outside purchasers are great 
and vital business needs. Earlier and 
respected cases of Dill Manufacturing 
Co. and Gazette Publishing Co. both 
demonstrated that a redemption of 
stock to preserve business policies and 
corporate continuity furnished a good 
business purpose to preclude a Section 
102 surtax.% 


Pelton Steel 


And yet we had an equally firm con- 
viction after the trial of the Pelton 
Steel 
decades had there been a clearer case 


Casting case. Never in two 
where the stock redemption was ac- 
complished wholly and solely to pre- 
vent a business from being swallowed 
by outsiders and to preserve the busi- 
ness for its key employees. And still a 
Revenue Agent with tongue in cheek 
Section 102 penalty be- 
cause of the redemption, and some freak 


asserted the 


of fate found a court that swept the 
facts off the table and sustained the 
tax with a fictional joker. 

There were some who thought and 
many who hoped that the change in the 
burden-of-proof rule under Section 534 
of the 1954 Code soften or 
eliminate the problem. Students of this 
intriguing statute dubious _ be- 
cause of its restrictions and exceptions. 
Pelton decision, 
where the application of the new bur- 
den-of-proof rule was first and vigor- 


would 
were 


In any event, the 


ously presented, demonstrated that the 
hopes for relief were quite futile, for 
the Tax Court nearly emasculated the 
intent and purpose of this important 
new statute. 

There are others who seek to dis- 
tinguish Pelton on the ground that the 
stock redeemed represented a majority 


Fisher, 6 TCM 520 (1947), where redemption of a 
minority shareholder to eliminate interference and 
legal proceedings was helpful in a dividend case; 
also Prunier (CA-1, 1957), 248 F.2d 818, where in 
constructive dividend-insurance premium case, 
the court found a business purpose was served by 
an insured stock-redemption plan; Snite, 10 TC 
523 (1948), involving Section 115(g), relied on a 
redemption to acquire stock for resale to key em- 
ployees. 

‘ Pelton, 28 TC 153 (1957), aff’d. (CA-7, 1958), 
251 F.2d 278. We understand a private ruling has 
been issued from the Service to the effect that 
Pelton does not mean that all redemptions are 
per se not for a corporate business purpose. 
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interest and they cling to some sup- 
porting language in the opinion of 
the court of appeals.5 We think this 
is nonsense, that the business needs for 
preserving the business and continuity 
of harmonious management may be 
even greater in the case of a controlling 
interest passing into the hands of un- 
friendly executors or sold to outsiders. 
Subsequent to Pelton, the Tax Court 
in a memorandum opinion in a case 
of less notoriety, Penn Needle Art Co.,8 
rejected the Commissioner’s assertion 
that the redemption of 50% of the out- 
standing stock per se established an 
unreasonable accumulation. Although 
Gazette was cited, the court did not 
actually pass on the question of whether 
the redemption served a corporate 
business purpose. Thus, the case is of 
somewhat negative comfort. [The Moun- 
tain State Steel Foundries, Inc., case 
(CA-4, 11/7/60, rev’g TCM Op. 1959), 
which was decided after this article was 
written, may have a major impact on 
the Pelton Steel doctrine and stock-re- 
demption agreements and will be dis- 
cussed in a forthcoming issue of THE 
JourNAL oF Taxation.—Editor.} 


Insured plans 


Occasionally we find the Emeloidt™ 
case cited to support the business need 
for a stock-redemption agreement. Actu- 
ally, Emeloid did not directly involve 
the question of a stock agreement or 
the Section 102 penalty tax; instead, it 
involved the question of whether sums 
borrowed to acquire key-man insurance 
on the lives of two principal stock- 
holders constituted borrowed capital for 
excess profits tax purposes. Subsequently, 
a stock-redemption agreement was ar- 
ranged and the insurance converted to 
fund the agreement. The Tax Court, 
as naive and lacking in basic business 
realities as in Pelton, seemed to feel 
the use of insurance proceeds to redeem 
stock of a decedent was not a business 
purpose to the corporation. Fortunately, 
this view was rejected on appeal by a 


5 For an exhaustive analysis of this point and the 
impact of Pelton on stock-redemption agreements, 
see Frost, ““Accumulated Earnings Tax Looms as 
Threat to Buy-Out Agreements,” 9 JTAX 324. 

6 Penn Needle Art Co., 17 TCM 504 (1958). 

7 Emeloid Co., 14 TC 1295 (1950), rev’d. (CA-3, 
1951) 189 F.2d 230. 

8 See cases cited in footnote 3, supra. 

® Kehoe, 8 JTAX 158. 

10 But the premiums were asesrted to be construct- 
ed dividends in the lower courts in Prunier, Ca- 
sale, et al., infra. 

11 Section 535(c) (2). This cloak does not similar- 
ly protect the holding and investment companies. 
Section 535(c) (3). 


court that properly recognized that the 
arrangement had a corporate business 
purpose, since it provided for continuity 
of harmonious management to the bene- 
fit of the corporation.8 Thus, the court 
approved the loan for borrowed capital 
purposes. 

Emeloid was celebrated in insurance 
fields and does offer some comfort in 
this area, but we would be happier with 
a clear-cut decision involving Section 
531 and a redemption pursuant to a 
stock-redemption agreement holding 
that the agreement and the redemption 
under the agreement both serve reason- 
able and important needs of the busi- 
ness. Meanwhile, a cloud will hang 
over many mandatory agreements, which 
a redemption may, like a bolt of light- 
ning, open up to a downpour of as- 
serted taxes under Section 531. 

It has been claimed or proposed that 
the technique of funding the agreement 
with life insurance will eliminate the 
threat of the Section 531 surtax.® It is 
true that the mere payment of premiums 
on such insurance is seldom asserted as 
an adverse factor.19 However, the re- 
demption is the red flag that may bring 
down the tax; even though the redemp- 
tion is paid for by the insurance, the 
assertion of the tax will depend on the 
state of the earned surplus at the time 
of the redemption, the dividend record, 
and the other customary tests. Thus, we 
think that insurance funding for the 
stock redemption is no cure-all or uni- 
versal preventative of the Section 531 
attack. 

Good fortune has provided a small 
umbrella, however; to small companies 
blessed and sheltered by an earned sur- 
plus of under $100,000, there can be 
no assertion of the penalty tax under 
Section 531.11 
agreements are 


Many stock-redemption 
saved thereby from 
creating corporate havoc. This blessing 
does not cover or shield the stockholders, 
however, and the redemption may still 
bring dividend treatment. Before delv- 
ing into this pernicious pitfall, we 
should note that the generous and in- 
nocent creators of the laws have them- 
selves dug one of the deepest and mean- 
est of tax traps for the corporation. 


Section 303 redemption 


In writing Section 303 and its prede- 
cessor, Section 115(g), Congress was, we 
can be sure, “all heart” and with kindly 
feelings toward the shareholders of 
closely held corporations resolved to 
prevent a stock redemption to pay death 
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[Richard L. Greene, the editor of this 
department of The Journal of Taxation, 
is a member of the Milwaukee law firm 
of White, Hirschboeck, Minahan, Hard- 
ing and Harlan. This article is adapted 
from a paper presented by him at the 
recent Tax Institute of the Law School 
of the University of Chicago. All papers 
from this meeting are being published 
in a forthcoming issue of Taxes.] 





taxes from being treated as a dividend. 
But the innocents abroad in Congress 
failed to realize that the insatiable ap- 
petite for revenue and the imagination 
of the agent might thereby be turned 
toward another victim—the corporation. 
Section 303 cloaks the estate and the 
shareholder but provides no protection 
for the corporation. In fact a redemp- 
tion to pay death taxes was previously 
held to be a stockholder purpose, which 
brought down the Section 102 surtax on 
K OMA, Inc.12 So we find that Con- 
gress, in stimulating and encouraging 
the Section 303 type of redemption, 
really set up one of the most attractive 
traps in the whole Code. Someday, per- 
haps, an alerted Congress will retire 
setting this trap 
by providing a Section 531 exemption 


from baiting and 


to a redemption under Section 303. 


Mandatory redemptions and dividends 


Many a mandatory stock-redemption 
agreement was composed in that golden 
318 
302(b). Others were spawned in the 


era before Section and_ Section 
quiet stream of the form books with 
no regard for this hazardous waterfall 
down below. Others were safe and sound 
when written, but subsequent family 
stock transfers have made them hazard- 
ous. 

The source of this bedevilment to a 
well-turned contract is a pair of statutes 
that must have been born at sea while 
the ship was sinking. These statutory 
bedfellows are capable of turning a con- 
tractual redemption into a dividend 


What 
capital gain or no gain at all because 


nightmare. was assumed to be 
of stepped-up basis on stock on the 
death of the owner may be transformed 
into a huge dividend tax on the estate. 

It is a pity that Section 302 cannot 
stand alone in solving redemption prob- 
Although 302(b)(1)__re- 
tains the old, and seldom useful, vague 


lems. Section 
test of “dividend equivalence,” Section 
302(b)(2) was designed to set up some 
workable that 
redemptions. 


mathematical tests are 


termed disproportionate 
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Even the more complex Section 
302(b)(3), the complete termination rule, 
can be lived with occasionally in spite 
of its pyramiding of exceptions upon 
exceptions and freeze-back and freeze- 
forward rules. But someone convinced 
Congress that Section 302 was too weak 
to stand alone and so provided a walk- 
ing stick called Section 318. Section 318 
is the depository of the tricky and in- 
congruous rules of constructive owner- 
ship. This pair of statutes can neatly 
and quickly strike down a dispropor- 
tionate redemption or complete termina- 
tion. 

The interplay of Sections 318 and 302 
is well known and incredibly dull and 
hence will not be repeated here. Suffice 
to note that the impact of constructive 
ownership can be particularly obnox- 
ious in the case of an estate its 
beneficiaries and legatees where a stock 
redemption is required. 

The tax structure tends to create a 
snare and delusion of a tax-free redemp- 
tion from an estate of a deceased share- 
holder the estate secures a 
for the stock and 
normally sells at that basis. Hence, the 
executors are enticed to sell under this 
tax-free illusion and, of course, they 
are required to do so under the manda- 
tory stock-redemption agreement. The 
snare results from the fact that the estate 
constructively owns all the stock owned 
by the of the estate, 
whether they be spouse, sons, daugh- 
ters, grandchildren, etc. Thus, the dis- 
proportionate test of Section 302(b)(2) 
may become impossible and likewise the 
complete termination rule of Section 
302(b)(3). 

There can be and frequently is dou- 
ble or triple attribution. Thus, a bene- 
ficiary of the estate constructively owns 
stock owned by members of his family, 
spouse, parents, issue, etc., and likewise 
the beneficiary may constructively own 


and 


because 


stepped-up _ basis 


beneficiaries 


stock of a partnership or stock owned 

by another corporation or trust. 
Moreover, there is no relief from the 

application of constructive ownership 

where it is based solely on the relation- 

ship between an estate and its benefi- 

ciaries. The exception in Section 

12K OMA, Inc., 189 F.2d 390 (CA-10, 1951). 

18 1959-28 IRB 9. 

14 Gleason and Jones comment on the impact of 

the recent ruling in 12 JTAX 268 (May 1960). 

15 See footnote 14, supra. 

16 1956-1 CB 159. 

179 JTAX 161 (Sept. 1958). 

18 Rev. Rul. 58-111, 1958-1 CB 173. 

19 See footnote 17, supra. 

20 Regs. 1.318-3 (a). 


$02(c)(2), which requires the redeeming 
shareholder to stay out of the corpora- 
tion for 10 years, applies only to the 
family-attribution rule. 

Thus, if H dies owning 100 shares 
of the 150 outstanding shares and wills 
the entire estate to his wife, who also 
owns 50 shares, the estate then construc- 
tively owns the 50 shares owned by the 
wife. In this situation Section 302(b)(2) 
clearly does not apply, since the estate 
owns 100% of the stock. Unfortunately 
there is no relaxation of the construc- 
tive ownership rule between an estate 
and its beneficiary, and hence the 
termination rule of Section 302(b)(3) 
does not fit. Thus, a dividend would 
likely result from a mandatory redemp- 
tion. 

Suppose, however, the wife owned no 
stock, but their son owned 50 shares. 
This would bring into play the double- 
attribution rules, under which the wife 
constructively owns the 50 shares owned 
by the son, and then the estate construc- 
tively owns the 50 shares constructively 
owned by the wife. In this situation the 
family constructive-ownership rule be- 
tween and mother should be re- 
laxed under Section 302(c)(2) if other 
conditions are met, this should 
break the chain of ownership to the 
estate, thereby eliminating the dividend 
threat. 


son 


and 


Ruling on attribution 


It is sad to relate that a recent ruling 
from the Rev. Rul. 59-233,18 
casts a dark cloud over the simple and 
typical situation involved in our sec- 
ond example. We there said that the 
chain of double attribution should be 
broken under Section 302(c)(2), where 
the constructive ownership 
through the widow is based on the con- 
structive ownership of the son’s stock. 
But Rev. Rul. 59-233 would apparently 
reject this construction of the statute, 
and by creating double attribution in 
a comparable situation, it may bring 
peril to many a buy-out agreement.!4 
The facts were simple in the ruling: 
Part of the stock was owned by a testa- 
mentary trust created by a wife for the 
benefit of the children; the balance was 


Service, 


estate’s 


21 Holsey, 258 F.2d 865 (CA-3, 1958), rev’g 28 TC 
962; Zipp, 28 TC 314, aff’d., 259 F.2d 121 (CA-6, 
1958); Zens, 213 F.2d 914 (CA-6, 1954). 

22 Lowenthal, et al., 169 F.2d 694 (CA-7, 1948); 
Wall, 164 F.2d 462 (CA-4, 1947). 

23 She first sold part of her stock to outsiders and 
later had the corporation redeem the balance. 

4 Rev. Rul. 58-614, 1958-2 CB 920; Rev. Rul. 59- 
286, 1959-36 IRB 9. See also Decker, 32 TC 326 
(1959); Schalk Chemical Co., 32 TC 879 (1959). 
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1948) 


owned by the husband. The Service held 
that a redemption of all the stock 
owned by the trust was not a complete 
termination under Section 302(b)(3) by 
applying the double-attribution rules 
and by refusing to apply the exception 
in Section 302(c)(2), which precludes 
family attribution where the redeem- 
ing shareholder stays out of the corpora- 
tion for 10 years, etc. In arriving at its 
the Service first attributed 
the father’s stock to the children under 
the family attribution rule and further 
attributed this stock from the children 
to the trust of which they were bene- 
under double attribu- 
tion, the trust owned 100% of the stock 
after the redemption. 

At least one authority feels that the 
ruling is contrary to the legislative in- 
tent and to the Treasury’s own Regu- 
lations and that, if literally followed, 
“there is a strong possibility that every 
redemption from will be 
treated as a dividend where the bene- 


conclusion, 


ficiaries. Thus, 


an estate 
ficiary of the estate is the spouse, par- 
ent, child or grandchild of the surviving 
stockholder.”15 In any event, until with- 
clarified Rev. Rul. 59-233 
casts another nasty cloud over existing 
stock-redemption agreements. 


drawn or 


The examples of double attribution 
referred to are relatively simple, but 
the typical ownership encumbered by 
wills and trusts is much more compli- 
cated. Hence, the vital necessity of cau- 
tious analysis and planning not only as 
to the stock agreement but also as to 
the wills and trusts of all related stock- 
holders. It must always be remembered 
that the Service has taken the position 
in Rev. Rul. 56-10316 that “the fact that 
the redemption is pursuant to a con- 
tract between the corporation and the 
decedent does not appear to be signi- 
ficant’” in determining whether the re- 
demption is essentially equivalent to a 
dividend. This view militates against 
the theory that the mere existence of 

stock-purchase agreement provides a 
business eliminate 


purpose factor to 


dividend treatment. 


Other possible solutions 

Of course, there are ways of solving 
the problem. The chain of constructive 
ownership might be cut by giving all 
the stock to your drunken cousin or 
miserable son-in-law, who may be out- 
the 318—unless 
the double attribution rule applies! Or 
Natur- 
ally, we do not recommend either. 


side ambit of Section 


the contract could be torn up. 
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Actually, it is possible to dispel some 
gloom. A dividend is not the universal 
and inevitable result of all redemptions 
under a contract. As noted previously, 
Section 303 affords relief in some cases, 
but these are few and far between. 
Moreover, Section 303 would cover, if 
at all, only part of a complete redemp- 
tion. 

Another possibility in some cases is 
to break the attribution chain between 
the estate and beneficiaries by making 
the redemption after distributions to 
all other beneficiary-shareholders have 
been accomplished.17 Rev. Rul. 58-11118 
does much to clarify redemptions dur- 
ing probate. As I have previously noted 
in THE JOURNAL OF TAXATION,!9 the 
ruling determines the constructive own- 
ership on the date of the redemption 
and not the date of death, and hence 
the expedient of making advance dis- 
tributions of stock to a beneficiary may 
the constructive- 
ownership problem and make a divi- 
dend-free redemption possible. So also, 
the payment of an outright specific be- 
quest before redemption may eliminate 
the recipient as a beneficiary of the 
estate for attribution purposes under 
the Regulations.2° 


eliminate or solve 


Another prophylactic technique may 
be to have the stockholder’s beneficiary 
taken care of entirely by a lifetime 
trust rather than under the will, since 
his stock should not then be attributed 
to the estate. 

A further possible method of taking 
the of the that 
will otherwise blast at the time of the 


fuse out time bomb 
mandatory redemption is to provide in 
the agreement that the redemption is 
contingent upon securing a favorable 
opinion from counsel or ruling from 
IRS. 


but is not always practical. 


This solution may appear neat, 


Although a disastrous dividend to 
the estate is not the inevitable result 


of all contractual redemptions, it is a 
grave risk inherent in many a contract. 
Great care and caution are indicated, 
plus perhaps a touch of clairvoyance. 
Another prime ingredient is the ability 
the 


of the major 


to direct estate planning and wills 
stockholders involved, for 
the risk may arise not merely from the 
but rather from the arrange- 
the bequests of stock in the 


redeeming corporation. 


contract 
ment of 


In hiking along the path of stock- 
redemption agreements, we have stum- 
bled on some deep and deadly pitfalls 
for the corporation and the retiring 


stockholder or his estate. Meanwhile, the 
stockholders 
have stood back smiling, for they have 
acquired an increased equity from the 
redemption, financed by the corpora- 
tion, normally at no cost to them. Natur- 
ally, this situation enticed the Com- 
missioner to generate more tax revenue 
by going after these happy surviving 
stockholders by asserting constructive 
dividends. 


surviving or continuing 


Constructive dividend to survivors 


On a few occasions the Commissioner 
was able to claim a victory, but none 
of these cases involved a redemption 
pursuant to a typical stock-redemption 
agreement. Most of these cases are prime 
examples of miserable tax planning or 
absence of any tax planning. Notable 
among these during the past decade are 
Holsey, Zipp, and Zens.*1 Earlier models 
are Lowenthal and Wall.22 With the ex- 
ception of Zens, the lady who escaped 
the dividend because of sensible 
planning,?® we think these taxpayers 
or ‘their representatives just goofed. 
Their principal mistake was in blunder- 
ing into having the corporation take 
over or finance their personal obligation 
to purchase the stock of the retiring or 
deceased stockholder. Little imagination 


tax 


was required for the Revenue Agent to 
recognize that constructive income is 
the natural and normal effect of having 
a corporation take over a personal obli- 
gation of a stockholder. 

It is true that Holsey was fortunate 
to secure a reversal on appeal (Third 
Circuit) and finally escaped the con- 
structive dividend tax. Many will agree 
that Holsey was just lucky and find it 
difficult to reconcile the Zipp case, 
where a different court of appeals 
(Sixth Circuit) sustained the construc- 


tive dividend on the successor stock- 
holder. It is also true that the IRS 
finally and reluctantly accepted the 


Holsey decision, even though the tax- 
payer had assigned its purchase option 
to his corporation, which then exer- 
cised it and paid for the stock.24 The 
post-Holsey ruling (Rev. Rul. 59-286) 
goes a long way in allowing the re- 
maining shareholders to shift their fi- 
nancial burden to their corporation but 
concludes with the obvious caution that, 
if in reality the stock is purchased by 
the remaining shareholders and paid 
for by the corporation, the payment is 
a constructive dividend to them. 

We leave this area of the construc- 
tive dividend with the feeling perme- 
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ating most of the audience at a political 
debate: a nauseating feeling that it 
concerned that should never 
have been raised. If the redemption is 
made pursuant to the standard type of 
agreement that places the purchase ob- 
the 
there can be no problem of constructive 
dividend and no debate with the Rev- 
enue Agent. 


an issue 


ligation or option in company, 


Valuation pitfalls: the cheated party 
We suggested earlier that many stock- 
purchase agreements de- 
because they are loaded with 
Now 


many 


should be 
stroyed 
income tax traps. we propose a 
the 


that one of the parties will be 


blazing bonfire of more on 
ground 
cheated. We are not suggesting that 
these are deliberate crimes but rather 
that the ravages of time haye made 
many a purchase price obsolete, and 
others at the outset established a price 
or formula that was unrealistic or out- 
rageously unfair. Then there is yet an- 
other group that will generate the “big 
cheat” as a result of the misplaced pur- 
pose to place estate tax minimization 
over and above the attainment of a fair 
price for the family of the shareholder 
and the corporation and surviving 
shareholders. 

It cannot be denied that a well-turned 
stock agreement can be an extremely 
valuable estate planning tool not only 
in tending to the cash needs of the 
family and estate but also in fixing for 
Federal purposes the fair 
market value of the stock. But it is the 


occasional fault of the estate planner 


estate tax 


that in his zeal to hold down taxes he 
may be holding down to an even greater 
degree the cash price to be paid to 
the family. 

Among the common practices or pur- 
chase prices that frequently result in 
the “big cheat” are: 

1. Book value. Once in a deep blue 
moon the fair market value of a stock 
equals the book value. But this is a 
rara avis, and most often the book value 
actually equals somewhere between 10% 
1000% of fair market value. We 
suggest that the widow and corporation 


and 


are entitled to something better than 
10%, accuracy. 

2. Par value. It has been quite a long 
time since we have detected this charm- 
ing figure used as the sale price, but we 
suspect that there still are plenty of 
such contracts floating around. 

3. Fixed More common is 
the contract that.sets, for example, $50 


dollars. 
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per share in 1955, and by 1960 the 
true fair market value has increased 
tc $500 or slipped to $5. This merely 
demonstrates the need for frequent re- 
view revision—about as often as 
your trip to the dentist. 

4. Ten times earnings. Then there 
are those contracts that commence with 
an approach to a realistic method on 
the basis of capitalizing earnings at, 
say, 10 times. This soon will be another 
victim of obsolescence, for 10 times 
earnings may be realistic and fair for 
one year and far out of line 12 months 
later. 

We are here to uncover and spot 
traps, not to bury them or praise them. 
But we cannot resist an impulse: Why 
not have a provision for periodic re- 
view of the price formula, say annually, 
by an independent valuation expert 
who will recommend a proper and al- 
ways current and fair figure or formula, 
based on the up-to-date data and con- 
ditions affecting the particular company, 
the industry, and the general economy. 
This is simple and workable; it pre- 
vents the “big cheat” and _ likewise 
should satisfy the hungry tax collector. 


and 


Estate tax trap 


We may not depart from these fertile 
fields without mention of what is now 
obvious from long reiteration. If the 
second major purpose of the stock agree- 
ments is to be accomplished (i.e., fixing 
the estate tax values), the stock should 
be restricted during lifetime as well as 
after death. Hence, in spite of a death- 
time option or mandatory redemption 
at that point, if Mr. B. may sell his 
stock during his fruitful life to anyone 
and at any figure he can accomplish, 
then, of course, the agreement will not 
be controlling for purposes of the estate 
tax.25 

If the contract is not controlling for 
estate tax purposes, it may be doubly 
sad and unfair to the family. For in- 
stance, suppose there is an option in 
the corporation to buy at book value 
(say $100 per share) and unfortunately 
the contract failed to provide appropri- 
ate restrictions on transfer during the 
stockholder’s lifetime. But fair market 
value is $500 at date of death, and the 


% Matthews Estate, 3 TC 525 (1944). See Rev. 
Rul. 59-60, 1959-1 CB 237. 

% Wilson v. Bowers, 57 F.2d 682 (CA-2, 1932); 
Lomb v. Sugden, 82 F.2d 166, (CA-2, 1936). 

27 Section 180.385, Wis. Stats. 

8 Casale, 26 TC 1020 (1956), rev’d. 247 F.2d 440 
(CA-21, 1957); Prunier, 28 TC 19 (1957), rev'd. 
248 F.2d 818 (CA-1, 1957); Sanders v. Fox (DC 


IRS so determines. The family is there- 
by cheated of $400 per share, and since 
the estate tax is more than the $100 per 
share sale price, the family ends up 
with nothing. Thus, we come to the 
obvious necessity of arranging a con- 
tract with a double virtue: fair price 
to all parties and controlling for estate 
tax purposes. 

How far must we go to assure the 
contract price will be accepted in estate 
tax audit? Some have assumed that a 
mandatory buy-out arrangement is es- 
sential, in addition to the restrictions 
on transfer during lifetime. But there 
is ample authority sustaining the con- 
tract price where the corporation has 
an option to purchase rather than an 
absolute and mandatory purchase re- 
quirement.26 The option must, of 
course, be coupled with appropriate re- 
strictions on transfer during the lifetime 
of the shareholder. We noted earlier 
that the mandatory arrangement may 
bring disaster to the corporation or the 
shareholders or both, and the option 
technique can prevent this. On the 
other hand, an absolute and mandatory 
contract may be stronger as far as 
the estate is concerned. Thus, we oc- 
casionally are drawn into an area where 
tax considerations may be in conflict. 
It is even more apparent that tax con- 
siderations may conflict with business 
and personal aspects of the stock buy- 
out. Wisdom, caution, and foresight are 
prime ingredients in weighing all fac- 
tors to achieve the maximum coverage 
for each. 


Corporate law pitfalls 


The great concentration on the tax, 
business, and personal problems of the 
stock agreement sometimes leads the 
draftsman into a blind area. An over- 
sight may produce serious questions as 
to the legality of the contract. Although 
most states permit a corporation to pur- 
chase or redeem its own stock, many 
states do have restrictions, either by 
statute or decision, designed to pro- 
tect creditors. The typical statutory re- 
striction permits a redemption only to 
the extent of corporate surplus. Wis- 
consin, for example, prohibits a re- 
demption that would render the cor- 


Utah, 1951), 149 F.Supp. 942, rev’d. 253 F.2d 855 
(CA-10, 1958); IRS will follow these decisions in 
similar factual situations. Rev. Rul. 59-184, infra. 
2 But see Rev. Rul. 59-184, 1959-1 CB 65, where 
the corporation owned the policies to be used to 
redeem the stock and premiums not taxed to stock- 
holders, even though they had a qualified right to 
designate beneficiaries. , 
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poration insolvent, requires the reten- 
tion of sufficient net assets for pre- 
ferred stockholders, and generally per- 
mits redemptions to the extent of unre- 
served earned surplus.?7 

Since the tide of corporate fortunes 
may roll downward over the long life 
of the contract, the cautious draftsman 
will examine and comply with the state 
law and perhaps consider including a 
provision making the redemption con- 
ditional upon compliance with the ap- 
plicable law of the state. In the absence 
of such a provision it is not impossible 
that the redemption contract might be 
construed to be illegal from the outset. 


Insurance funding pitfalls 


Most of the writers on stock agree- 
ments seem to be fascinated with the 
tax problems that have arisen from the 
use of insurance to finance the con- 
tract. The likely source of their en- 
thusiasm is the formidable body of case 
law that recently built up in 1956 
through 1958. Casale, Prunier, Sanders, 
et al,28 names, almost 
family expressions along with the TV 
These involved 
attempts by the Commissioner to tax 
as dividends the premiums paid by the 
corporation on insurance that funded 


became famous 


commercials. cases all 


the contract. Each taxpayer lost in the 
lower court to win on 
appeal. The writers and insurance peo- 
ple rejoiced at the triple play and 
reversals by the court of appeals in 


Casale 


but was able 


and Prunier, with the same 
spirited glee as when Holsey’s redemp- 
tion redeemed by the appellate 
court. The point is who but the tax 
lawyers and Government attorneys likes 
to litigate? Casale, Prunier, and Holsey 
should never have been required to go 
to court. Prunier and his brother should 
never have owned the policies, and 
Sanders2?® should 


was 


never have reserved 
the right to designate the beneficiary 
of the policy. Casale (who was a 98% 
controlling stockholder) should not have 
pushed his luck by entering into the 
deferred compensation contract tied 
into a retirement insurance policy pur- 
chased by the corporation on the same 
day. And as we noted before, Holsey 
should not have assigned his option to 
purchase to his own corporation. 
Prunier and Holsey and their fellow 
taxpayers who had to litigate through 
the courts were really quite lucky in 
retrospect. In our clients 
will profit from their adventures in In- 


come Tax Fantasia. If insurance is re- 


any event, 
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quired to finance the stock redemption 
agreement, let it be owned wholly by 
the corporation, an asset available to 
creditors, with the corporation the bene- 
ficiary and purchaser of the policies. 
Keep the sticky fingers of the stock- 
holders entirely out of the policies and 





Payments are dividends rather than 
interest. The corporate taxpayer issued 
securities, which it denominated as pre- 
ferred stock, as part of the purchase 
price for the assets of a public passen- 
ger transportation system. The terms 
of the preferred stock required a 5% 
cumulative dividend per annum and a 
sinking fund for the retirement of the 
preferred stock. The taxpayer sought to 
deduct the dividend payments as “in- 
terest” on its Federal income tax re- 
turns. Affirming the Tax Court, this 
court holds that the payments were divi- 
dends, rather than interest. Despite a 
definite maturity date for redemption 
of the stock, the maturity date was con- 
tingent to a certain degree upon prior 
retirement of the bonds and _ notes. 
the stock was subordinate to 
the debt represented by bonds and notes 
and general creditors. In proceedings be- 
fore the Securities Exchange Commis- 
sion and the Public Service Commission 
of Wisconsin, the taxpayer represented 
that the securities were preferred stock. 
Thus, this court says that the “pre- 


Further, 


ferred stock” was an equity investment 
in the corporation. Payments on it were 
dividends, not deductible interest. Mil- 
waukee & Suburban Transport Corp., 
CA-7, 10/24/60. 


Long-term purchaser agreement and sale 
of stock were unrelated. One of two 
stockholders of a corporation in the 
business of manufacturing paper sold 
his stock to four publishers. To insure 
the purchasers a supply of newsprint, 
the corporation contracted to supply 
them with newsprint for a_ three-year 
period at a stated price. The Commis- 
sioner alleged that that price was less 
than the fair market value of the news- 
print, that the price paid by the pub- 
lishers for the its fair 
market value, and that such excess was 


stock exceeded 


additional income to the corporation 
for the newsprint. However, the court 
finds both transactions were indepen- 
dent of each other. It also holds that 
the Commissioner failed to sustain his 


New corporate decisions this month 


all of its rights and options, and if 
possible, avoid any tie-in between the 
stock redemption agreement and the 
insurance and its proceeds. Let not a 
handful of reversals induce some fancy 
planning. We have seen erough guinea 
pigs go through surgery. * 


burden of proving that the fair market 
value of the stock was sufficiently below 
its sales price so as to result in the over- 
age constituting more than 25% of tax- 
payer’s reported gross income. Accord- 
ingly, the five-year statute of limitations 
was inapplicable, and the . three-year 
statute barred the 
year of the sale of the paper manufac- 
turer’s corporate stock. Peavey ..Paper 
Mills, Inc., TCM 1960-237, 


any assessment in 


Stockholder’s advances are contributions 
to capital; guarantor’s loss deductible as 
business expense. Taxpayer formed a 
corporation with only $4,000 cash paid 
in for capital stock, for the specific pur- 
pose of having the corporation enter 
into a $700,000 contract for the build- 
ing of 100 houses and a plant. Most of 
the corporation’s operating funds were 
obtained frum (1) cash advances from 
its stockholders (including taxpayer), 
(2) taxpayer’s payment of certain cor- 
porate expenses, and (3) bank loans ob- 
tained upon the personal credit of tax- 
payer. The corporation became insolv- 
ent in the second year of operations and 
The Tax Court held, 
and this court affirms. that the stock loss 


was liquidated. 


as well as all payments and advances 
taxpayer made to or on behalf of the 
corporation represented capital contri- 
butions deductible only as capital losses. 
However, the Tax Court also held that 
the final advance taxpayer made for the 
specific purpose of enabling the corpo- 
ration to pay off its bank loan on which 
taxpayer gave his personal guarantee 
constitutes a guarantor’s loss deductible 
as a nonbusiness bad debt. This court 
reverses on this issue. The payment was 
made primarily to preserve taxpayer's 
business reputation and credit. It was a 


business expense. Allen, CA-7, 11/3/60. 
Redemption of preferred stock to 
cancel indebtedness taxable as ordi- 


nary income. Immediately before his 
death, the decedent and his brother each 
owned 250 shares of non-cumulative pre- 
ferred stock of the corporation, being 











ss 
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all of the outstanding preferred stock. 
The decedent and his brother 
owned equally all of the common stock 


also 


of the corporation, except 49 shares that 
were held in joint tenancy with the 
right of survivorship. In order to liqui- 
date the decedent’s indebtedness to the 
corporation, the corporation redeemed 
the decedent’s 250 shares of preferred 
stock. The Tax Court upheld the Com- 
missioner’s determination that the can- 
cellation of the decedent’s indebtedness 
in exchange for decedent’s preferred 
stock was essentially equivalent to a tax- 
able dividend. This court affirms. There 
was ample evidence in the record to sup- 
port the Tax Court’s findings. The hold- 
ing of the common stock by the estate 
the 
changed by the debt liquidation trans- 


and decedent’s brother was un- 
actions. The estate and the decedent's 
brother, by virtue of the contracts made 
with the corporation on the same date, 
secured the release of substantially equal 
amounts of personal indebtedness for 
the surrender of their preferred stock. 
he contractual undertakings ultimate- 
ly eliminated all private holding of the 
preferred stock. Herman, CA-8, 10/25 
60. 


Tax Court permits Section-355 splitup 
of single business; Regulation held in- 
valid. [Non-acquiescence] Taxpayer and 
another were each 50% stockholders in 
been 


a construction business that had 


actively conducted for more than five 
years. Because of differences they agreed 
to divide the business. A new corpora- 
tion was formed to which the old corpo- 
ration transferred one half of its busi- 
ness assets (part of its cash and equip- 
ment and one construction contract) in 
all the the 


corporation. The old corporation then 


return for stock of new 
distributed all of the new corporation’s 
stock to taxpayer, in exchange for all of 
his stock in the old corporation. Tax- 
payer argued that there should be no 
gain 355, 
which provides for non-recognition of 


recognized under Section 
gain to shareholders upon the distribu- 
tion of stock of a corporation controlled 
by the distributing corporation if im- 
mediately after the distribution both 
corporations are actively engaged in a 
trade or business that had been actively 
conducted for five years. The Regula- 
tions provide that Section 355 is ap- 
plicable only to the separation of two 
or more businesses, formerly operated 
by a single corporation. The Tax Court 
found this Regulation unreasonable and 
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inconsistent with the Code and declared 
it invalid. The court concluded that it 
was the intent of Congress to permit 
the tax-free division of a corporation 
operating a single business. The purpose 
of the acive-business rule was merely to 
prevent a tax-free split into active and 
inactive entities. Two dissenting judges 
would construe Section 355 to apply to 
the separation of two or more businesses 
only. Five other dissenting judges con- 
tended that Section 355 is unclear and 
that the Regulations are not unreason- 
able or inconsistent. [This case is now 
on appeal to the Sixth Circuit.—Ed.] 
Coady, 33 TC 771, non-acq., IRB 1960- 
42. 


Partly tax-free transfer produces ordi- 
nary income when property is depreci- 
able and parties are related. Section 
1239 of the Code was intended to block 
a sale of depreciable property to a re- 
lated interest so that stepped-up depre- 
ciation basis is acquired at the cost of 
only a capital gains tax. The section 
makes such gains ordinary, not capital. 
The IRS here rules on the application of 
that section when the transfer is partly 
tax-free, partly taxable. The first situa- 
tion is the creation of a controlled cor- 
poration by transferring 
property for stock and a short-term note. 
The note, not meeting the definition 
of security, is boot and taxable. And 
because of Section 1239, the IRS rules, 
the recognized gain is ordinary. The 


depreciable 


second situation is a transfer to a con- 


trolled corporation of property en- 
cumbered by a mortgage in excess of 
basis. The assumption of the debt is in- 
the transferor under Section 
357; and because of Section 1239, it is 
ordinary income. The IRS bases its posi- 
tion on the language of Section 1239, 


which refers to “any gain recognized 


come to 


. . . from the sale or exchange” of the 
depreciable property. Rev. Rul. 60-302. 


Taxpayer can waive error in deficiency 
notice. The Commissioner, intending to 
assert deficiencies for the years 1956 to 
1958, mailed a notice of deficiency based 
on the years 1952 to 1954 “as shown in 
the attached statement.” The statement 
attached to the notice referred to the 
1956 to 1958. The Com- 
missioner subsequently mailed a second 
correct notice of deficiency. Taxpayer 
filed a petition in the Tax Court based 
on the first notice, alleging the Com- 
missioner 


correct years, 


determined deficiencies for 
the years 1956 to 1958; the Commis- 





sioner moved to dismiss on the ground 
that the deficiency notice upon which 
the petition was based asserted deficien- 
cies for the years 1952 to 1954. The 
court denies the Commissioner’s motion 
and holds that under the circumstances 
it is proper to ignore the error and 
recognize the notice of deficiency as a 
proper notice for the years 1956 to 1958. 
The court does not declare the second 
notice null and void, since the 
lacks such jurisdiction. Saint 
Bottling Co., 34 TC No. 118. 


court 


Paul 


Deficit in earnings and profits carried 
over in reorganization. The taxpayer 
was the successor corporation of three 
corporations reorganized under Section 
77(B) of the Bankruptcy Act. At the 
time of reorganization, the predecessor 
corporations had a substantial deficit in 
earnings and profits. The issue pre- 
sented by this case, under the 1939 
Code, is, in determining whether or 
not a corporation has an accumulation 
of earnings and profits that would 
change what would otherwise be re- 
turn of capital into a taxable dividend, 
can there taken 
the deficits of those corporations to 
which it succeeds as a result of the re- 
proceedings. This court 
holds that the deficits of the predecessor 
corporations are taken into account and 
that the payments are, therefore, the 
return of capital. This court distin- 
guishes Phipps (366 U. S. 410), deal- 
ing with a parent corporation which 
had accumulated earnings and 
profits but owned several 


be into consideration 


organization 


large 
subsidiary 
corporations possessing deficits. By 
means of a tax-free reorganization, the 
parent acquired the assets of its sub- 
sidiaries and later made cash distribu- 
tions to its preferred stockholders. In 
that case the Supreme Court held that 
the deficits of the subsidiaries could not 
be offset against the accumulated earn- 
ings and profits of the parent and, con- 
sequently, the cash distributions were in 
the nature of a taxable dividend. This 
court distinguishes the instant case in 
that the result in the Phipps case was 
necessary in order to prevent tax avoid- 
ance by reason of acquiring the assets 
of a business possessing a deficit. In the 
present case, there were no accumulated 
earnings and profits at the date of the 
reorganization, and the taxpayers could 
not obtained a tax advantage 
through reorganization under Section 
77(B) of the Bankruptcy Act. Kavanagh, 
DC Neb., 10/4/60. 
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PAUL E. ANDERSON ASSUMES EDITORSHIP 


Paul E, Anderson, J. D., has assumed the editorship of this newly formed depart- 


ment on real estate. Mr. Anderson is a partner in the San Francisco law firm of 


Kent and Brookes, an Associate Professor of Law (Taxation) at Hastings College of 


Law, and the author of two books (Tax Factors in Real Estate Operations and 


Tax Planning of Real Estate) and many articles on taxation. He received the 


degree of Doctor of Jurisprudence from the University of Michigan. 


Segregated investment property of a 
dealer recognized for tax purposes. 
Judge Bruce stated the law applicable 
gf: 


dealer in real estate may occupy a dual 


here as: is well established that a 
role—he may be a dealer with reference 
to some of his properties and an in- 
vestor as to others. Eline Realty Co., 35 
rC 1; Charles E. Mieg, 32 TC 1314; 
D. L. Phillips, 24 TC 435; Walter R. 
Crabtree, 20 TC 841; Nelson A. Farry, 
13 TC 8.” Taxpayer here was a part- 
ner engaged in the business of construct- 
ing and selling residential properties. 
[he partnership purchased two tracts of 
land for the purpose of building for 
rental two four-unit apartment  build- 
ings on each tract. The only rental in- 
come of the firm was from these apart- 
ments. The partners employed long-term 
financing to furnish the monies for con- 
struction, which was in contrast to the 
short-term loans customarily used by 
them in constructing residential homes. 
Che 
residential homes but they made no 


partners advertised for sale the 
efforts to sell the apartment buildings, 
and the court concluded that the only 
signs on the premises of the apartments 
were labeled “for rent” rather than “for 
sale.” The residential homes were gen- 
erally sold immediately on or prior to 
completion. The apartment buildings 
were rented as soon as each unit became 
tenantable. The 


were held by the partners for a period 


apartment buildings 
of from 10 to 13 months with an aver- 
age of 1114 months from the date of 
completion of construction. The holding 
period of the property was only four or 
five months longer. The court also found 
the fact that the apartment buildings 


were sold because of the need of the 
partners for additional capital to invest 
in a subdivision corporation owned by 
them. The court on this record found 
that the apartment buildings were held 
primarily for investment purposes rather 
than for sale to customers in the ordin- 
ary course of the taxpayer’s business. In 
its decision the court emphasized the 
subjective intent of the partners, the 
difference in treatment of the 
apartment buildings and the residential 
houses, the segregation of income ac- 
the of sales 
with respect to the apartment buildings, 
and the actual use of apartment build- 
ings for rental purposes for a period in 
excess of six months. Butler, TCM 1960- 
218. 


their 


counts, absence activities 


Capital gain allowed on liquidation of 
unsubdividable strip. ‘Taxpayer was in- 
corporated in 1947, and the stock was 
owned by persons who themselves were 
individually in the real estate business. 
The corporation engaged in a general 
real and acted as a 
realtor. It sold both residential and com- 


estate business 
mercial properties both by subdividing 
the property and by selling lots. In ad- 
dition it engaged in the business of 
constructing and selling homes and list- 
ing and selling real estate on a commis- 
sion basis. It also engaged in the busi- 
ness of renting apartments. In 1947 tax- 
payer acquired the remaining unsub- 
divided portion of a 16-acre tract of 
land. The taxpayer completed the sub- 
division by developing the lots in the 
remaining portion and by selling them 
off to customers. The final sales of the 
lots were made in 1949 or 1950. In 
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completing the subdivision of the 16- 
acre parcel, it had been necessary to ex- 
tend an existing street which cut off 
from the subdivided lots a narrow strip 
of land. Although the street extension 
rendered this portion of the tract use- 
less, the company showed that the action 
had .been necessary because of the de- 
sires of the planning engineers and 
county authorities who had mapped and 


approved the subdivision. From the 
time the subdivision had been com- 


pleted, the company intended to sell 
this strip to the owners of the adjoining 
property to the south. The lot was car- 
ried on the company’s books at a 
nominal cost. It was not advertised for 
sale or listed for sale with any brokers, 
and no “for sale” signs were placed on 
the lot, nor were any restrictions im- 
posed on the lot. In 1953 the company 
sold a lot to the owner of the adjacent 
property for $10,000 to permit the adja- 
cent owner to subdivide his property to 
the south advantageously. The 
negotiations leading to the sale were 


most 


initiated by the adjacent owner, not by 
the company. The company reported 
the sale as yielding capital gain, which 
was sustained by the Tax Court. In an 
opinion written by Judge Bruce, the 
court pointed out that a dealer in real 
estate may hold some of his property 
for investment purposes as distinguished 
from the property that he holds for sale 
to customers in the ordinary course of 
business. Because of the peculiar facts 
relating to the strip in question sold in 
1953, the strip was considered as prop- 
erty held by the company for invest- 
ment, not for sale. The court noted that 
once the company had completed its 
subdivision, the strip became useless ex- 
cept for the purpose of speculative in- 
vestment, because of the potential im- 
portance of the strip to the adjacent 
owner to the south in some future time 
when that adjacent owner might sub- 
divide. The company’s speculation be- 
came fact and resulted in the gain to 
the company, although the sale was not 
until three years after the last of the 
had been sold. The 
court emphasized the fact that the strip 
had not held out for sale by 
the company and that the purchaser had 
solicited the company for the purchase 
of the property. Accordingly, the court 
concluded that the odd-shaped strip 
had been held primarily for speculative 
and investment purposes and not for 
sale to customers. Eline Realty Co., 35 
TC No. 1. 


subdivided lots 


been 
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CORPORATE & PERSONAL PROBLEMS IN 


Taxation of compensation 
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Employee thrift plans: a popular extra 


in the profit-sharing package 


Recent rulings permit increased voluntary 


by ISIDORE GOODMAN* 


contributions by employees to the tax- 


exempt retirement funds created under qualified plans. The opportunity to in- 


vest personal savings in this tax shelter is making contributory profit-sharing plans 


popular again after a long eclipse by noncontributory plans. Mr. Goodman here 


examines employee thrift plans with particular emphasis on problems relating to 


profit-sharing plans—qualification, 


unduly burdensome 


mandatory contributions, 


integration, and investment in securities of the employer. 


THRIFT PLAN is not 
limited to profit-sharing. Any con- 
plan of deferred compensa- 


tion for the benefit of employees may 


necessarily 
tributory 


be a thrift plan. In the area of qualifica- 


tion for tax purposes, there are three 
basic types of plans, namely, pension, 
profit-sharing, and stock bonus.1 The 


term thrift plan does not appear in the 
Code nor 
Regulations. It is a 


Internal Revenue in the ac- 


companying trade 


expression intended to denote an em- 
ployees’ savings feature that is coupled 
with any of the basic plans. 

Where the 


ployer and employees, 


contributions of the em- 
and the 
used to 


payment of de- 


incre- 


ments thereon, are provide 
systematically for the 
benefits 
usually for life, 


tirement, a pension plan is involved.? 


finitely determinable over a 


period of years, after re- 
In this type of situation, the rate of em- 
ployee contributions is fixed. 

\ variance in the employee contribu- 
tion rate, however, may be provided for 
under a profit-sharing plan. This type 
of plan provides for the participation 
in the employer’s profits by his em- 
ployees or their beneficiaries in accord- 
with a_ definite 


ance predetermined 


formula for allocating contributions 


among participants and for distributing 
after a fixed 


the accumulated funds 


number of years, the attainment of a 
stated age, or upon the prior occurrence 


of some event such as layoff, illness, dis- 


ability, retirement, death, or severance 
of employment.’ 

It is not uncommon in this type of 
gear employer 
to the rate, as a percentage of compen- 


plan to contributions 
sation, contributed by the employee. A 
requirement for qualification of a profit- 
sharing plan, however, is that the em- 
ployer’s contributions stem from _ his 
profits,t which need not necessarily be 
out of the current year’s income but 
may consist of accumulated earnings.5 
Where the employer’s contribution is 
merely based on a percentage of the 
employee’s compensation without provi- 
sion for payment out of profits, the plan 
is not a profit-sharing plan but may be 

pension plan of the money-purchase 
type.® 

An objective under some thrift plans 
is to provide a means for employees to 
acquire stock in the employer-corpora- 
tion under a systematic arrangement. 
This can readily be accomplished under 
a stock-bonus plan. All the requirements 
for qualification of a_ profit-sharing 
plan are equally applicable to a stock- 
bonus plan with but two exceptions, 
namely, (1) the employer contributions 
necessarily dependent 
(2) the benefits 
tributable in the stock of the employer 
company. 

A profit-sharing plan, however, may 
similarly provide for distributions in 
employer stock, and, in addition, in 


are not upon 


profits, and are dis- 


other means. A distribution, for exam- 


ple, may be partly in cash and partly 
in employer stock; or it may consist of 
cash, employer stock, and other assets, 
such as securities of unrelated com- 
panies, insurance and annuity contracts, 
and Government bonds; or it may be 
any other combination of these or other 
assets. 

It should be observed, however, that 
where the investments of the profit- 
sharing trust are earmarked for distri- 
bution to designated participants, the 
trustee must invest each participant's 
interest proportionately, unless all par- 
ticipants have the right to direct the 
trustee to select the type of investment 
to be acquired with their individual 
shares.8 

Each type of plan is beset with its 
own problems, but there are also many 
problems common to all types. It is the 
purpose of this paper to highlight some 
of the tax problems involved, espe- 
cially insofar as they directly affect 
employee thrift plans of the profit-shar- 
ing variety, and to consider the appli- 
cable solutions. 

Thrift plans start with employee con- 
tributions. The employer’s contribution 
is then related to the’ amount or rate 
of employee contribution. In the profit- 
sharing category, the over- 
riding requirement for payment of em- 
ployer contributions out of profits must 
be met. 

As is the situation with employee 
benefit plans generally, there is no single 
concept of a profit-sharing plan. They 
may be as varied in their aspects as the 
draftsman in his ingenuity may conceive. 
In the however, there are two 
general types, those that provide for 
immediate cash distributions and those 
that require current payments into a 
trust and deferment for subsequent dis- 
tribution to employees or their bene- 
ficiaries. Some plans are a combination 
of both types; they provide for imme- 
diate cash payments to those who elect 


however, 


main, 


to receive such payments or who are in 
a specified classification and for defer- 
ment through a trust for all others. 


* The views here expressed are those of the author 
and do not necessarily reflect the position of the 
Internal Revenue Service. 

1 IRC Section 401 (a). 

2 Reg. 1.401-1(b) (1) (i). 

® Reg. 1.401-1(b) (1) (ii). 

4 Footnote 3; as to specific application, see Missis- 
sippi River Fuel Corp. v. Koehler, 266 F.2d 190 
(CA-8, 1959); aff’g. 164 F.Supp. 844 (1958) and 
29 TC 1248 (1958). 

5 PS No. 51—Part B, 7/31/45. 

® PS No. 24, 9/2/44. 

7 Reg. 1.401-1(b) (1) (iii). 
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) and 


For qualification purposes, however, 
the current cash payment feature is 
disregarded and the tests for compliance 
with the applicable requirements are 
applied only to the trusteed part. Thus, 
only those employees who are partici- 
pants in the trust are considered for the 
purpose of determining whether the 
coverage requirements are met.? Simi- 
larly, only trust participants are con- 
sidered in determining compliance with 
the requirement prohibiting discrimina- 
tion in contributions or benefits in favor 
of employees who are officers, share- 
holders, highly com- 
pensated.!0 Where, however, the ap- 
plicable requirements are met with re- 
spect to employees covered under the 
trust, the plan may qualify.11 Further- 
more, the deferment for distribution of 
funds must be for a fixed number of 
years, at least two, unless the stated age 
prescribed by the plan is attained or a 
prior event occurs such as layoff, ill- 
ness, disability, retirement, death, or 
severance of employment.!? 

Compliance with the applicable re- 
quirements establishes the thrift or em- 
ployees’ savings feature as part of a 
qualified plan, and its implementation 
is provided 


supervisors, or 


through a tax-exempt 
trust.13 

The employees are furnished a source 
through _ payroll 
withholding and payment into a fund 
maintained exclusively for them or their 
beneficiaries. Their deposits constitute 
the distinguishing element of a con- 
tributory plan. 


for savings, usually 


The employer’s payment is propor- 
tionate to the employee’s contribution 
and furnishes an incentive for increased 
savings. One plan permits employees to 
contribute from 1% to 7% of their 
basic compensation, and the employer 
matches all such contributions in full 
up to the first 3% and to the extent 
of one-half of the excess. Another plan 
provides for employee contributions of 
between 75 cents and $10 per week, 
which are used to purchase Government 
bonds, and the employer-company fur- 
nishes its own stock to the extent of 


5 Rev. Rul. 57-163, part 5(p), 1957-1 CB 128, 153. 
® Reg. 1.401-3(c). 

10 Reg. 1.401-4 (a) (1) (ii). 

1 Rev. Rul. 56-497,.1956-2 CB 284. 

2 Rev. Rul. 54-231, 1954-1 CB 150. 

18 TRC Section 501(a). 

4 Reg. 1.401-1(b) (3). 

1 Reg. 1.401-1(a) (3) (v). 

16 TRC Section 401 (a) (4). 

‘7 IRC Section 401(a) (3) (A). 

18 IRC Section 401(a) (3) (B). 

1° Reg. 1.401-3(d). 

2° Rev. Rul. 57-163, part 4(g), 1957-1 CB 128, 141. 


15% of the bonds purchased during the 
year. Under a third plan, employees 
may contribute from 2% to 4% of 
compensation, and the company pro- 
vides a bonus each year in its own stock 
for each unit saved by the employee 
that is equal to 1.5 times the book value 
of the stock for the previous year. These 
arrangements are by no means exclu- 
sive. They are referred to here merely 
by way of illustrating the types in use. 
Various other combinations may be 
used, provided, of course, that the ap- 
plicable requirements for qualification 
of the plan and exemption of the trust 
are met. 


Burdensome contributions 


A qualified plan must benefit the em- 
ployees in general.14 It must benefit 
prescribed percentages of employees or 
such employees who qualify under a 
classification set up by the employer and 
found by the Commissioner of Internal 
Revenue not to be discriminatory in 
favor of certain specified classes of em- 
ployees.15 Neither must the contribu- 
tions or benefits thereunder discriminate 
in favor of employees who are officers, 
shareholders, supervisors, or highly com- 
pensated.16 

The coverage requirements under a 
qualified plan may be met by either of 
two methods. Under one, the partici- 
pants may consist of those full-time and 
permanent employees who constitute at 
least 70%, of all such employees, or if 
at least 80% are eligible, then at least 
70% of the eligible employees must be 
included in the plan. A full-time and 
permanent employee is one who has 
beyond a minimum 
prescribed period, which cannot exceed 


been employed 
five years, whose customary employment 
is for more than 20 hours in any one 
week and more than five months in any 
Under the other 
method, the participants may consist of 


calendar year.17 
those employees who qualify under a 
classification set up by the employer and 
found by the Commissioner not to 
discriminate with respect to contribu- 
tions or benefits in favor of cmployees 
shareholders, 
visors, or highly compensated.1§ 


who are officers, super- 

A nondiscriminatory classification may 
be found to exist even though coverage 
under the plan is limited to employees 
who have reached a designated age, have 
been employed for a designated number 
of years, are employed in certain desig- 
nated departments, or are in other cate- 
gories, provided, however, that the effect 
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[Isidore Goodman is Chief of the Pen- 
sion Trust Branch of the IRS. This 
article is based on a talk he gave to the 
13th Annual Conference of Profit-Shar- 
ing Industries recently in San Fran- 
cisco. | 





of covering only such employees does 
not favor those in the upper echelon. 
Thus, coverage of a particular group 
of employees and the exclusion of others 
is not necessarily discriminatory in the 
statutory sense if those covered do not 
constitute a higher-level group. On the 
other hand, if a contributory plan is 
offered to all the employees but the con- 
tributions required of participants are 
so burdensome as to make the plan ac- 
ceptable only to the highly paid em- 
ployees, the classification will be con- 
sidered discriminatory in favor of those 
who are highly paid.19 

At what point a prescribed rate be- 
comes excessive so that the plan favors 
the higher-paid employees is a question 
of fact that must be decided on an in- 
dividual-case basis. The highest amount 
of compensation for any individual in 
any one company may be the lowest in 
another. For example, a 10% contribu- 
tion rate may not prevent any employees 
in one company from participating, yet 
the same rate may be met by only the 
highest-paid employees in another com- 
pany. 

There is, accordingly, no fixed rate 
that is automatically denominated as 
burdensome. As a general rule, how- 
ever, employee contributions of 6% or 
less are not deemed to be burdensome.?° 
Even with a 6% rate, however, if the 
lower-paid employees are not participat- 
ing because the rate is excessive, the 
classification may be found to be dis- 
criminatory. 

Where the plan provides for op- 
tional contributions by em- 
ployees, and the employer contributions 
or the benefits are geared to the em- 
ployee contributions so that a higher 
rate of employee contributions will re- 
sult in larger benefits from employer 
contributions, the employee contribu- 


rates of 


tions may similarly be found to be bur- 
densome and result in prohibited dis- 
crimination. Here too, however, the 
rule of thumb is that employee con- 
tributions that do not exceed 6% of 
compensation are not deemed to be bur- 
densome. The test is whether the con- 
tribution provisions operate to deprive 
lower-paid employees of benefits at least 
as high in proportion to compensation 
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as are provided for higher-paid em- 
ployees. For this purpose, however, ac- 
count may be taken of differentials per- 
mitted under the requirements for in- 
tegration with Social Security benefits.?! 


Voluntary contributions 


The fund accumulated under a thrift 
plan consists of contributions by the 
employer and employees and the incre- 
ments thereon. For qualification pur- 
poses, such plans that are of the profit- 
sharing variety are established and main- 
their 
beneficiaries to participate in the profits 


tained to enable employees or 


of the employer’s trade or business.?2 
Thus, tax exemption is granted to a 
trust that is a part of a plan consistent 
with this and that otherwise 
meets the applicable requirements. The 
fund, however, cannot be used as a tax- 


purpose 


free vehicle for income realized on un- 
limited employee contributions. 

there are 
mandatory contributions for participa- 


As heretofore indicated, 
tion and optional employee contribu- 
tions to which employer contributions 
are geared, provided, of course, that 
for both purposes the prescribed em- 
ployee contributions are not burden- 
some so as to result in the prohibited 
discrimination. The plan, however, may 
also for 
that may 
make purely for savings purposes with- 


provide voluntary employee 


contributions participants 


out deriving additional benefits from 
employer contributions. 

These additional voluntary contribu- 
tions may be made under a qualified 
plan to a limited extent. Such contribu- 
tions that do not exceed 10% of a par- 
ticipant’s 
ble.23 be observed that this 
limits merely the additional voluntary 
contributions 


compensation 
It should 


are permissi- 


over-all 
limitation on total employee contribu- 


and is not an 
tions. For example, if the required rate 
of contribution for participation is 5% 
the permit an additional 
voluntary contribution of 10%, 
total of 15% 

Where the employer’s contribution is 


plan may 


for a 


geared to the employee’s contribution, 
the prescribed rate is the 
portion and the excess is 


minimum 
mandatory 
voluntary. For example, if employees 
are required to contribute at least 2% 
of compensation in order to participate, 
and the employer contributes one-half 
of what the employee contributes up to 
10%, the 2% rate is mandatory, and 
the additional 8% is voluntary. 

A definite predetermined employer- 
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contribution formula is no ‘longer re- 
quired under a qualified profit-sharing 
plan.?4 The Regulations, however, point 
out that, regardless of whether the plan 
contains such a formula, it will not 
qualify if the contributions are made 
at such times or in such amounts that 
the plan in its operation discriminates 
in favor of employees who are officers, 
shareholders, supervisors, or highly com- 
pensated.*5 Thus, prevention of the pro- 
hibited discrimination is the gist of the 
present provision. 

Regardless of the qualification re- 
however, a definite em- 
ployer-contribution formula is a_ basic 
requisite of a thrift plan. The purpose 
of such a plan is to encourage em- 
ployee savings by matching or propor- 
tionate employer contributions. It is, 
therefore, necessary that such contribu- 
tions be made under a definite formula, 
or the savings incentitve would be de- 


quirements, 


stroyed. 

This, however, does not prevent addi- 
tional employer contributions over and 
above those required under the formula. 
For example, the plan may provide for 
matching employer contributions up to 
6%, of compensation contributed by em- 
ployees plus such additional amount as 
may be voted by the board of directors, 
to the extent that total employer con- 
tributions do not exceed current or ac- 
cumulated profits and further limited, 
however, to the maximum deductible 
under Section 404(a)(3)(A) of the In- 
ternal Revenue Code. Under this pro- 
vision, the thrift concept is maintained, 
the basic employer contribution is made 
pursuant to a definite formula, addi- 
tional employer contributions may also 
be made, with the total payable out of 
profits, and the over-all limitation is 
geared to the permissible deduction pro- 
vision.?6 

It should be observed, however, that 
where employer contributions are made 
in addition to those called for under the 
formula, a liability must be incurred to 
make the contribution in order for it to 
be deductible in the taxable year, where 
payment is made after the close of such 
year but within the time prescribed for 
filing the return, including extensions 
of time to file.27 The liability for the 
additional contribution may be estab- 
lished by a resolution, which must be in 
writing, signed by persons competent to 
bind the parties before the close of the 
taxable year under consideration, defi- 
nite in amount or method to determine 
the additional contribution, communi- 


cated to employees before the contribu- 
tion is made and before the close of the 
taxable year, and made part of the plan 
established and maintained by the em- 
ployer.?8 


Allocation of contributions 


A qualified profit-sharing plan must 
provide a definite predetermined for- 
mula for allocating the contributions 
among the participants and for distri- 
buting the accumulated funds after a 
fixed number of years or the attainment 
of a stated age or upon the prior occur- 
rence of some such event as layoff, ill- 
ness, disability, retirement, death, or 
severance of employment.?® 

Employee contributions are, of course, 
credited to the accounts of the 
vidual contributors. The matching or 
proportionate employer contributions 
under a thrift plan are similarly credited 
to the corresponding accounts. This 
satisfies the requirement for a definite 
allocation formula. Distribution of the 
accumulated funds, consisting of the 
total employee and employer contribu- 
tions and the increments thereon, in 
accordance with the respective credits, 
is pursuant to a definite distribution 
formula. , 

As for the time of distribution, vari- 
ous thrift plans make provision for pay- 
ment upon the occurrence of two gen- 
eral events, retirement and maturity of 
a specified class. The first part is desig- 
nated retirement program 
the other is the specified class, e.g., class 
of 1960 with maturity and distribution 


indi- 


as the and 


in 1965. In both parts, provision is also 
usually made for distribution of the em- 
ployee’s vested portion upon disability, 
death, or severance of employment prior 
to retirement or maturity of the speci- 
fied Prior withdrawals are 
permitted under some plans, subject, 
however, to a specified penalty. 

The penalty provision is significant 
in two respects. First, it helps maintain 
the savings concept. Then too, it in- 
sulates the withdrawal privilege from 


class. also 


21 Reg. 1.401-3(e), as amended by TD 6447, 
25FR533, 1/22/60. 

22 Reg. 1.401-1(a) (2) (ii). 

3 Rev. Rul. 59-185, 1959-1 CB 86. 

* First required under IT 3661, 1944 CB 315 


(5/10/44); carried over into Regulations 111, Sec- 
tion 29.165-1(a), by TD 5422, 1944 CB 318; con- 
tinued under Regulations 118, Section 39.165-1(a) 
(2), but eliminated by TD 6189, 1956-2 CB 972. 
5 Reg. 1.401-1(b) (1) (ii). 

28 Gearing the over-all limitation to the permis- 
sible deductible provision allows the use of carry- 
overs, which may otherwise not be available under 
a definite formula limited to 15% of compensation. 
See Mim. 6131, paragraph 4, 1947-1 CB 21. 
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constructive receipt whereby an un- 
restricted right to withdraw requires the 
inclusion in taxable income of the part 
that may be so withdrawn.3° 

In some plans, allocations of em- 
ployer contributions are weighted by 
a years-of-service factor. In other words, 
a past service element is introduced in 
the allocation formula, the more 
service an employee has, the greater is 
his share of the allocation of employer 


i.e., 


in contribu- 
tions or benefits may be provided under 
a qualified plan so long as the over-all 
effect does not result in the prohibited 
discrimination. Thus, allocation 
weighted by years of service or other 


contributions. Variations 


an 


factors is permissible unless it is discrim- 
inatory.*! 

The weighting factor is introduced 
in various ways. In one type, a unit is 
granted for each full year of service and 
for each full $100 of annual 
compensation. The allocation of em- 


another 


ployer contributions is then made in the 
of the total of each em- 
ployee to the aggregate of all.8? In an- 
the 
multiplied 


ratio units 


units 
compensation 


other type, years-of-service 
by the 
total 


ployee are similarly applied in deter- 


are 
units and the units of each em- 
mining the amount of employer contri- 
bution to be allocated to his account.33 
Still another provides for an allocation 
in proportion to compensation for all 
participants who have less than five 
years of service, twice the compensation 
for those with service of five years or 
more but less than 10 years, three times 
the compensation for those with service 
of 10 years or more but less than 15, and 
four times the compensation for those 
with service of 15 years or more. 

There are also other methods of 
weighting and allocating contributions, 
but whichever is used, the overriding 
requirement must be met that the re- 
sult does not discriminate in favor of 
the upper-level employees. Obviously, if 
employees with the most service are the 
higher paid, the weighted allocations 


7? Reg. 1.404(a)-1(c). 

8 Rev. Rul. 56-366, 1956-2 CB 976. 

” Reg. 1.401-1(b) (1) (ii). 

® Rev. Rul. 55-423, 1955-1 CB 41. 

" Reg. 1.401-4(a) (2) (iii). 

“IT 3685, 1944 CB 324, illustrating a nondiscrim- 
inatory allocation. P 

“IT 3686, 1944 CB 326, illustrating a discrimina- 
tory allocation. 

4 PS No. 28, 9/2/44. 

® Mim. 5717, 1944 CB 321. 

“ Mim. 5677, 1944 CB 320; Rev. Rul. 57-163, part 
5(i), 1957-1 CB 128, 151. 

% Rev. Rul. 51-77, 1957-1 CB 158. 

*S IRC Section 3121 (a) (1). 


are bound to redound in their favor. 
Merely placing a ceiling on compensa- 
tion on which weighted allocations are 
made does not remove the dispropor- 
tionate result; it merely pivots it at the 
ceiling amount.34 

Some profit-sharing plans provide for 
allocations of contributions that are 
weighted to give effect to the cost of 
retirement benefits based on units de- 
pendent upon the age and sex of the 
respective participants. Such provisions 
contemplate the funding of retirement 
benefits under a flexible profit-sharing 
arrangement rather than under the 
definite benefit requirement applicable 
to pension plans. 

In one plan of this type, profit-shar- 
ing funds are invested with an insurer 
under a deposit administration group 
annuity contract. Forfeitures and divi- 
dends are allocated among the remain- 
ing participants in accordance with the 
allocation formula. The formula _pro- 
vides for a two-step allocation of each 
year’s funds. An allocation is first made 
to each participant’s account in pro- 
portion of the contribution that the cost 
of providing him with a monthly retire- 
ment benefit of 1% of the first $350 of 
his average monthly earnings, plus 2% 
of the average monthly earnings in 
excess of $350, bears to the total cost of 
providing such benefits for all partici- 
ants. If, however, the annual contribu- 
tion is more than sufficient to provide 
all participants with such benefits, the 
excess is allocated to each participant 
in the same proportion as the cost of 
providing him with a monthly retire- 
ment benefit of 1% of average 
monthly earnings bears to the total cost 
of providing such benefits for all par- 
ticipants. 


his 


Thus, pension elements are incorpo- 
rated in a profit-sharing plan. If a pen- 
sion plan or contributions to it should 
terminate prematurely, resulting in dis- 


crimination in favor of the original 


older group of participants, a realloca- 
tion may be required.35 This restricts 


3° Reg. 1.401-3(e) (1). 

4° Rulings on integration at the various Social Se- 
curity maximum compensation levels are: at 
$3,000 per annum—Mim. 5539, 1943 CB 499; ITs 
3613, 3614, and 3615, 1943 CB 475, 476, and 477, re- 
spectively; and PS Nos. 5, 13, and 30, dated 
7/29/44, 8/24/44, and 9/16/44, respectively; at 
$3,600—Mim. 6641, 1951-1 CB 41; and Rev. Rul. 
13, 1953-1 CB 294; at $4,200—Reg. 1.401-3(e); 
and Rev. Rul. 56-592, 1956-2 CB 287; at $4,800— 
TD 6447, 25F R533, 1/22/60; integration with bene- 
fits under the Railroad Retirement Act—PS No. 
34, 9/23/44; and Rev. Rul. 12, 1953-1 CB 290. 

41 Sen. Rep. No. 1631, 77th Cong., 2nd Sess., RA 
1942, Tech. Discus., 1942-2 CB 606. 
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benefits and limits the possibility of dis- 
crimination in favor of employees who 
are officers, shareholders, supervisors, or 
highly. compensated. There is no such 
limitation, in the case of a 
profit-sharing plan. Since employer con- 
tributions are geared to profits, there is 
no assurance that contributions will be 
continued. 

Although each employee is provided 
with a retirement annuity in propor- 
tion to his average monthly compensa- 
tion for each year that a contribution is 
made, the value of the retirement an- 


Taxation of compensation « 


however, 


nuities purchased for the older em- 
ployees is greatly in excess of the value 
to the younger employees. Only if the 
same relative contributions are con- 
tinued fairly evenly each year is there 
any assurance that the ultimate bene- 
fits will take account of changes in com- 
pensation. In a pension plan where 
benefits are based on compensation, 
provision must be made for increases 
in benefits when compensation on which 
benefits are computed is increased.36 In 
the type of profit-sharing plan discussed 
here, however, there is no way of pre- 
determining that increases in compensa- 
tion will be recognized because the con- 
tributions are geared to profits, and 
future profits are indeterminable. Ac- 
determination 
letter as to the qualification of this type 
of profit-sharing plan is issued.37 


cordingly, no advance 


Integrated profit-sharing plans 

In establishing a classification of em- 
ployees to be covered under a qualified 
plan, there may be excluded those em- 
ployees whose entire annual remunera- 
tion “wages” for Social Se- 
curity purposes under the Federal Insur- 
ance Contributions Act.38 Thus, it is 


constitutes 


possible to exclude from the plan those 
employees whose remuneration does not 
exceed the Social Security compensation 
limit, i.e., currently $4,800 a year. It is 
also possible, where participation is not 
dependent on the amount of compensa- 
tion, to provide a higher rate of benefit 
or contribution for employees compen- 
sated above such level than for others.39 
Such differences in treatment are per- 
missible only where the benefits under 
the employer’s plan are integrated with 
those Governmental system, 
e.g., old-age, survivors, and disability in- 
surance (OASDI) benefits under the So- 
cial Security Act.4° This makes it pos- 
sible for plans that supplement the So- 
cial Security program to qualify.*! 
The theory of integration is that the 


under a 
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total benefits resulting to each em- 
ployee under “the plan and under the 
Social Security Act, or under the Social 
Security Act only, establish an_inte- 
grated and correlated retirement system 
satisfying the tests for qualification.42 In 
other words, the employer’s plan picks 
up where Social Security leaves off, but 
both together must constitute a non- 
discriminatory program for all em- 
ployees. 

OASDI benefits are similar to those 
under a pension plan, ie., they are 
definitely determinable, and, so, a pen- 
sion plan readily lends itself to integra- 
tion. The Social Security benefits have 
been determined to have the value of 
an annuity paying 37.5% of average an- 
nual compensation up to $4,800. Thus, 
a noncontributory pension plan limited 
to employees whose annual compensa- 
tion exceeds $4,800 is not considered 
discriminatory if normal annual retire- 
ment benefits for any employee cannot 
exceed 37.5% of his average annual 
compensation in excess of $4,800.43 This 
rate, however, is predicated on a straight 
life annuity where the normal retire- 
ment age is not under 65 for men and 
60 for women. Appropriate adjustments 
are required for other provisions such as 
death benefits, optional retirement bene- 
fits, and employment for less than 15 
years. 

Profit-sharing plans do not involve a 
definitely determinable benefit rate to 
be paid for a period of years after re- 
tirement, as under a pension plan.4# 
It becomes necessary to convert the 
benefit rate, applicable to a pension 
plan, to a contribution rate under a 
profit-sharing plan. The first step is to 
reduce the fixed-benefit rate of 37.5% 
to a unit-benefit rate, i.e., under a plan 
that provides a benefit based on a per- 
centage of compensation for each year 
of recognized service. For this purpose, 
future service, where related to career 
average compensation, is considered to 
total 30 years. A future service rate of 
1.25% 
ing 37.5% by 30. The next step is to 
convert the unit benefit rate into a con- 
tribution rate 


per year is determined by divid- 


under a_ profit-sharing 
plan. It is assumed that at an average 
age each 1% of life annuity benefit 
provided by employer contributions 
costs 7.5% 
ly, a 1.25% unit-benefit would require 
a contribution of 9.375% of compensa- 
tion (1.25 x 7.5 = 9.375).45 

The 9.375% contribution rate is ap- 


plied to compensation in excess of $4,- 


of compensation. According- 
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800 a year under an integrated profit- 
sharing plan. If coverage under the plan 
is limited to employees earning in excess 
of $4,800, then no more than 9.375% of 
that part of a participant’s compensa- 
tion which exceeds $4,800 can be allo- 
cated to his account in any one year out 
of employer contributions and __for- 
feitures. Similarly, if employees whose 
annual compensation is under $4,800 
are included in the plan, but a lower 
rate is allocated to them than for em- 
ployees who are compensated in excess 
of $4,800, the differential in rates can- 
not exceed 9.375%. It should also be 
observed that an integrated profit-shar- 
ing plan provides benefits only upon 
retirement or separation from service, 
and all contributions thereunder are 
allocated on a nondiscriminatory basis 
when made.46 Furthermore, an_ inte- 
grated profit-sharing plan cannot be 
maintained concurrently with a pension 
or annuity plan that is also integrated 
with OASDI benefits and that provides 
for employer contributions or benefits 
based upon all or part of the.same com- 
pensation considered under the profit- 
sharing plan.47 


Bond purchase arrangements 


It is quite common in thrift plans to 
purchase United States Savings Bonds 
with employee contributions. Provision 
may be made for an election whereby 
an employee may direct that all of his 
contributions be invested in 
ment bonds or that a percentage be used 
for such purpose and that the balance 
stock. The 
Government bonds may be registered 


Govern- 


be invested in company 
either in the names of the participating 
employees or in the name of the trustee.48 
In either case, however, the bonds are 
retained by the trustee, 
ployee has the right to require a distri- 


but the em- 


bution of the bonds purchased for him. 

This raises the question as to whether 
the bonds are trust assets or the sep- 
arate property of the contributing em- 
ployees. A bond must be surrendered 
to an authorized paying agency.*® Since 
the trustee has possession, the employee 
must ask for delivery if he desires to 
realize the -proceeds of the bonds be- 
fore the distribution date prescribed in 
the plan. It is then that the penalty pro- 
vision of the plan becomes operative. It 
is usual to provide in such plans that 
on premature withdrawal of bonds a 
specified portion of the employee’s 
credits, which are attributable to em- 
ployer contributions and invested in 





company stock, will be forfeited. With a 
substantial restriction attendant on with- 
drawal, the bonds are not considered 
to be made available to the employee.5® 

Whether the person in whose name 
a bond is registered may obtain posses- 
sion of the bond depends on local law. 
The general rule is that the trustee may 
hold property in the name of another, 
provided he is so authorized by the trust 
instrument and retains control over the 
property.5! There has, however, been 
some conflict of authorities as to whether 
registration necessarily determines title 
to the proceeds of bonds. The prevail- 
ing view is that it does not.52 

It is clear that, where a United States 
Savings Bond is purchased by a trustee 
in his own name and later distributed, 
the bond is to be taken into account at 
its redemption value at the time of dis- 
tribution. Such redemption value be- 
comes the distributee’s of the 
bond for the purpose of determining 
the extent to which income is realized 
upon pro- 
ceeds.53 The some treatment is similar- 
ly applicable where the bond is pur- 
chased in the name of the employee 


basis 


ultimately obtaining the 


with his contributions but constitutes a 
trust forfeiture 
provisions apply to a premature with- 


asset and_ substantial 
drawal. For example, if a bond in the 
face amount of $100 was purchased for 
$75 but had a redemption value of $85 
at the time of distribution to the em- 
ployee, $10 is includable in the em- 
ployee’s income at such time, and if he 
should hold the bond to maturity and 
receive $100 on its surrender, $15 will 
then be includable in his income. 


Securities of employer corporation 

A special tax treatment applies to a 
distribution from an exempt employees’ 
trust that includes securities of the em- 
ployer corporation as well as securities 
of a parent or subsidiary corporation.54 
amount of 
any net unrealized appreciation in such 


Under this treatment, the 


42 Reg. 1.401-3(e) (1). 

43 Reg. 1.401-3(e) (2). 

“IRC Section 404(a)(3)(A), penultimate sen- 
tence; IT 3660, 1944 CB 136. 

45 As a practical matter, instead of first dividing 
the basic 37.5% rate by 30, to arrive at the unit- 
benefit rate of 1.25%, and then multiplying that by 
7.5%, to arrive at the 9.375% contribution rate, 
the same result may be obtained by dividing 37.5% 
by 4. 

46 Mim. 6641, paragraph 19, 1951-1 CB 41, 57. 

47 Reg. 1.401-3(e) (2). 

48 TD Cir. No. 653, 4/22/57, Section 316.7. 

4° Ibid, Section 316.16. 

5° IRC Section 402(a) (1). 

51 Scott on Trusts, 2nd Ed. (1956), Vol. II, Sec- 
tion 179.5, p. 1334. 
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securities is subject to exclusion from 
the distributee’s income under applica- 
ble circumstances. If the distribution is 
a total distribution that gives rise to 
long-term capital gain treatment, then 
the entire net unrealized appreciation 
attributable to employer securities in- 
cluded in the distribution is excludable, 
regardless of whether such securities 
were acquired with employer contribu- 
tions, employee contributions, or with 
contributions by each.55 If, however, the 
distribution does not qualify for long- 
term capital gain treatment, then the 
exclusion applies only to the net un- 
realized appreciation attributable to em- 
ployer securities acquired with employee 
contributions.56 

The application of these exclusion 
provisions may be illustrated by the fol- 
lowing examples: 

In the first case, 10 shares of stock of 
the employer corporaion were acquired 
with employee contributions totaling 
$1,000, and an additional 15 shares were 
acquired with employer contributions 
aggregating $1,500, making a total cost 
of $2,500 for the 25 shares. These shares 
were included in a total distribution, in 
one taxable year, made to the employee 
upon his retirement from the service of 
the employer, at which time they had a 
value of $4,000. Under these circum- 
stances, long-term capital gain treatment 
applies to such total distribution. Fur- 
thermore, the appreciation of $1,500 
is not includable in the employee’s in- 
come, but his basis of the stock upon 
subsequent sale is $2,500 for the 25 
shares, or $100 per share. 

In the second case, the facts are simi- 
lar to those above except that the stock 
was distributed to the employee upon 
maturity of a five-year class, pursuant to 
the provisions of the plan, but the em- 
ployee continued in service of the em- 
ployer. Accordingly, long-term capital 
gain treatment is not applicable, and 
only appreciation of $600, which is at- 
tributable to the stock acquired with 
52 Marshall vy. Felker, 23 So. 2d 555 (Fla. 1945); 
Henderson’s Adm’r. Vv. Bewley, 264 S.W. 2d 680 
(Ky. 1953); Zorich v. Zorich, 88 NE 2d 694 (Ind. 


1949); Katz v. Driscoll, 194 P.2d 822 (Cal. 1948); 
Silverman v. McGinnes, 259 F.2d 781 (CA-3, 
1958). 

53 Reg. 1.402(a)-1(a) (1) (iii). 

54 IRC Section 402 (a) (2) (B). 

% IRC Section 402(a) (2). 

5 IRC Section 402(a) (1). 

ST Reg. 1.402(a)-1(b) (2). 

58 Reg. 1.402(a)-1(b) (2) (ii) (a). 

5° Reg. 1.402 (a)-1(b) (2) (ii) (6). 

60 Reg. 1.402 (a)-1(b) (2) (ii) (ec). 

61 Reg. 1.402(a)-1(b) (2) (ii) (d). 

® Reg. 1.402(a)-1(b) (3) (iv). 

8 Rev. Rul. 57-514, 1957-2 CB 261. 


employee contributions, is excludable. 
His basis for the 10 shares acquired with 
his contributions will be $1,000, or $100 
each, but the basis of the 15 shares 
acquired with employer contributions 
will be $2,400, or $160 each. 

The exclusion applies to the net un- 
realized appreciation. If a distribution 
consists in part of securities that have 
appreciated in value and others that 
have depreciated in value, the net un- 
realized appreciation is the net increase 
in value of all securities included in the 
distribution.57 

The net unrealized appreciation is ex- 
cludable, but where securities distrib- 
uted have declined in value, resulting 
in net depreciation, they are taken into 
account at their fair market value. 

With securities being acquired at dif- 
ferent times and at different prices, 
problems arise in determining the cost 
or other basis that distributees are to 
use in measuring the net unrealized ap- 
preciation. The simplest situation is 
one in which the securities are ear- 
marked for the respective accounts of 
employees at the time of acquisition by 
the trust. In such cases, the cost or other 
basis to the trust is reflected in each 
account.58 

Other methods, however, are avail- 
able where earmarking is not feasible. 
Under one such method, if at the end of 
each year or other accounting period 
that does not exceed 12 consecutive 
months the trust allocates among the 
accounts all securities 
acquired during such period, the cost 


participants’ 


or other basis to the trust of any se- 
curities allocated as of the close of a 
particular allocation period is the aver- 
age cost or other basis to the trust of 
all securities of the same type acquired 
during the allocation period.5® 

Another method provides that, where 
investments are made exclusively in one 
particular type of employer security and 
none of the securities had been sold 
during the period of participation of 
the distributee, the cost or other basis 
to the trust of all securities distributed 
shall be the total amount credited to the 
account of the distributee, reduced by 
the amount available for investment but 
remaining uninvested on the date of 
distribution.®° 

Where the foregoing methods are not 
which 
usually consists of a simple arithmetic 


applicable, averaging is used, 
average or a moving average.®1 

Where a distribution that includes 
employer securities does not qualify for 
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long-term capital gain treatment, it be- 
comes necessary to apportion the basis 
between the parts attributable to em- 
ployer and employee contributions. If 
the amount of an employee’s contribu- 
tion can be identified as having been 
expended in the purchase of a particu- 
lar security, it is allocated to such se- 
curity, but where the amount of the con- 
tribution cannot be so identified, it is 
allocated ratably among the securities 
distributed.®2 

If in a particular case employer se- 
curities are purchased with employer 
and employee contributions in the ratio 
of $2 and $1 respectively, one third of 
the cost is paid by the employee and 
the same percentage of appreciation is 
attributable to his contributions. 

In accordance with the method used, 
it may be desirable to issue separate 
certificates for the exact number of 
shares allocated to an employee’s ac- 
count each year or a single certificate 
for all shares allocated over all years of 
participation. In a particular case the 
trust fund consists of allocated and un- 
allocated securities and uninvested cash. 
Individual accounts are maintained for 
each employee, and credits are recorded 
each year for the employee’s allocable 
portion of the employer's contribution 
and income and dividends paid on com- 
pany stock previously allocated. After 
each year, the trustee invests the total 
available funds in company stock. The 
total cost of the shares is averaged, and 
the account of each employee is charged 
with the greatest number of shares his 
then-existing balance will pay for at 
such average price. 

For some retiring employees, the 
certificates for 
the exact number of shares of company 


trustee issues separate 
stock allocated to the employee’s ac- 
count each year and designates on his 
individual each certificate as 
representing the shares received out of 
acquisitions each year. For others, the 
trustee issues a single certificate for ‘the 
aggregate number of shares allocated to 
an employee’s account over the years, 


records 


and maintains a stock ledger for such 
certificate, identifying the various acqui- 
sitions represented thereby, and the em- 
ployee, upon subsequent disposition of 
any shares represented by such certifi- 
cate, contemporaneously designates the 
particular acquisition intended for dis- 
position out of such certificate. In either 
case, all shares have the same basis for 
determining gain or loss on any subse- 
quent transaction involving such stock.6% 


a yy 
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The requirements for qualification of 
a profit-sharing plan are equally appli- 
cable to an employees’ thrift plan of 
the profit-sharing type. Not only must 
the usual profit-sharing problems be 


Income from recording completed with- 
in three years is not eligible for spread- 
back. Taxpayer, who made a _ phono- 
graph recording of a novelty act, be- 
came entitled to royalties. Having re- 
ceived a substantial sum in the taxable 
year, he sought to treat the recording 
as an artistic work and spread the in- 
come over a three-year period. The Tax 
Court denies the spreadback on the 
ground that taxpayer worked on the re- 
cording for less than the required three- 
year period. Standley, 35 TC No. 9. 


Pension payments received by victim of 
Nazis from former German employer 
to World War II, 
taxpayer was an executive of a large de- 
His 
ployment contract provided for a pen- 


are taxable. Prior 


partment store in Germany. em- 
sion at 65. As a result of Nazi oppres- 
sion, taxpayer was forced to abandon 
all his property and leave Germany. 
After the war, taxpayer’s former em- 
ployer began pension payments to tax- 
payer (now a U. S. citizen). The Tax 
Court rules that the payments are tax- 
able. The court rejects taxpayer's argu- 
ment that the payments were for per- 
sonal injuries or property losses; tax- 
payer’s former employer was not liable 
for such damages. Nor are the payments 
excludable as income earned abroad by 
a U. S. citizen, since taxpayer was not a 
Ly, Ss, 
earned. Finally, the court rejects tax- 
that the 
exempt as income received by a non- 


citizen when the income was 


payer's argument income is 


resident alien from sources outside the 
38; 
alien 
Stanford, 34 


Taxpayer was not a nonresident 
received the income. 


IC No. 121. 


when he 


Payment from pension fund on quitting 
not available if taking it would be 
penalized on re-employment. Taxpayer 
participated in a pension plan that pro- 
vided that, on quitting, an employee 
could either withdraw all amounts 
standing to his credit or leave them with 
the company at interest. Should he with- 
draw, however, and later be _ re-em- 
ployed, he would receive no past service 


credits during the new employment. The 


New compensation decisions this month 
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met but also those problems that spe- 
cifically apply to employee contributory 
plans must be met. An effort has here 
been made to resolve some of these 
problems. ¥ 





IRS rules that this penalty is substantial 
and that, therefore, the funds are not 
available in the year of quitting. It fol- 
lows that, when the employee several 
years after quitting did withdraw, the 
payment was “paid or made available” 
in that year and so qualifies for capital 
gains treatment. That applies, however, 
only to the balance on actual quitting; 
interest earned subsequently is ordinary 
income. However, in cases in which the 
facts show that delay in payment was 
caused by administrative procedures of 
the trust, the IRS will, as a matter of 
administrative convenience, treat the en- 
tire payment, including small amounts 
of income earned after quitting, as 
wholly capital gain. Rev. Rul. 60-292. 


Election put 4 new men on 
Congressional tax committees 


Tue 87TH Conecress will see three new 
members on the House’s 22-man Ways 
and Means Committee and one 
member on the Senate’s five-man Fi- 
nance Committee. It is premature to 
guess who will be named to replace 
Rep. Aime J. Forand (D-R. I.), Rep. Lee 
Metcalf (D-Mont.), Rep. Albert H. 
Bosch (R-N. Y.), and Senator J. Allen 
Frear, Jr. (D-Del.), but it is unlikely that 
the new appointments will affect the 
Committees’ work in any substantial 
way. The one possible exception is the 
fate of the “du Pont bill,” legislation 
dealing with antitrust divestitures, which 
Senator Frear sponsored in the last 
Congress and to which Rep. Simpson (R- 
Pa.) had a companion bill in the House. 
With Senator Frear unseated and Mr. 
Simpson deceased, there is a question 
as to who in the new Congress will carry 
on the fight to limit the recognizable 
gain on distribution of 


new 


stock pursuant 
to antitrust orders. , 


Miscellaneous new decisions this month 





Monthly payments to grocery-buying co- 
operative were income. The taxpayer 
was a co-operative, non-profit, member- 
ship corporation. It sold groceries to 
both members and non-members at the 
same billing price, but only members 
could receive price reductions by way of 
patronage refunds. Since the early 1920's 
members were required to pay dues of 
$7.50 a month. Dues were included in 
the gross income of the co-operative 
prior to 1952. They were also included 
with payments made for the purchase 
of groceries in computing patronage 
refunds and, therefore, were, in effect, 
returned to members and deducted in 
determining the co-operative’s taxable 
income. In 1951 the co-operative gave 
the directors the power to determine 
whether some of the $7.50 monthly pay- 
ments were dues or assessments as con- 
The 


passed no resolution to assess capital 


tributions to capital. directors 
contributions. A change was made in 
the characterization of the mandatory 
monthly payments on the books of the 
corporation, but otherwise the pre-1952 
except that 
billing was changed 


practice continued, the 


monthly from 
“dues” to “capital contributions— 
(dues).” The only substantive difference 


in operation was that from 1952 dues 





were no longer included in computing 
the amount due as patronage refunds 
but were retained by the co-operative. 
Taxpayer contended that the $7.50 
monthly payments were contributions to 
capital of the corporation and hence 
the Commissioner 
tended that they were dues and taxable 
income to the corporation. In a lengthy 


non-taxable, con- 


opinion that examines the basic differ- 
ences between dues and contributions 
to capital, this court agrees with the 
Commissioner. Some of the ordinary 
characteristics of capital contributions 
are (1) the corporation requires addi- 
tional funds for conducting its business, 
(2) contributions from shareholders for 
that purpose are voluntarily made, (3) 
contributions are credited to a surplus 
or special account, (4) the contributions 
are in the nature of assessments upon 
and represent an additional price paid 
for the shares of stock held by the in- 
dividual shareholders, and (5) the con- 
tributions are not made in consideration 
for goods or services rendered. In this 
case the strong feature favoring the 
Commissioner was that the payment by 
members was in consideration of, and 
in payment for, the services rendered by 
the co-operative to contributors. United 
Grocers, Ltd., DC Calif., 8/10/60. 
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Tax Court, applying Duberstein, sees 


no gift in payment to executive’s widow 


by ERNEST GETZ 


The three recent Supreme Court cases on the gift-v.-income question did not con- 


cern the taxability of corporate payments to the widows of deceased executives, 


but the rationale was clearly applicable, and tax practitioners have been waiting 


to see how the lower courts would apply it to widows. Mr. Getz here analyzes the 


first Tax Court case, Pierpont Estate, points out the conflict in that court on the 


proper question of law, and assesses the chances of upset on appeal and, perhaps, 


of obtaining a new Supreme Court decision on the matter. 


T= CADILLAC AUTOMOBILES, judicially 
determined not to be gifts, have be- 
come involved in the development of 
the controversy over the administration 
of Internal Revenue Code _ Sections 
101(b) and 102(a).1 

In Duberstein (363 U.S. 278 (6/13, 
60)) the Supreme Court said the receipt 
of a Cadillac automobile from a corpo- 
ration by an individual taxpayer in ap- 
preciation of services rendered by him 
was taxable income and not a gift under 
IRC Section 102. In Pierpont Estate (35 
rC No. 10 (10/19/60)) the transfer of 
a Cadillac automobile from a corpora- 
tion to an individual taxpayer in ap- 
preciation of services rendered by the 
recipient’s husband prior to his death 
was similarly taxable income and not a 
gift under IRC Section 102. 

The Pierpont case is one in the pay- 
controversy that re- 
1950 when the 


ments-to-widows 
ceived its impetus in 
lreasury Department issued IT 4027, 
1950-2 CB 9, which revoked prior rul- 
ings and stated that payments received 
after 1950 by the widow of a deceased 
employee in consideration of services 
rendered by the employee would be in- 
cludable in the gross income of the 
widow for Federal income tax purposes. 
In 1951 the Internal Revenue Code was 
changed to exclude from gross income 
an amount not to exceed $5,000 for em- 
ployees’ death benefits paid under a con- 
tract (1939 IRC Section 22(b)(1)(B)). 
Non-contractual payments then _be- 





came the center of controversy, with tax- 
payer-widows winning the majority of 
the decisions on the ground that such 
payments were gifts. In recognition of 
this situation, the Internal Revenue 
Service issued Rev. Rul. 58-613, 1958-2 
CB 914, stating that it would no longer 
litigate under the Internal Revenue 
Code of 1939 cases involving voluntary 
payments to widows by their deceased 
husband’s employers unless clear evi- 
dence exists that such payments were 
intended as compensation for services 
or unless the payments could be con- 
sidered to be dividends. 

The 1954 Code, Section 101(b), re- 
moved the prior limitation that em- 
ployees’ death benefits must be paid 
under a contract in order to qualify for 
the $5,000 exclusion from gross income 
(83d Congress, 2d Session, Senate Re- 
port No, 1622, page 180). Rodner (149 
F.Supp. 233 (SD N. Y., 1957)) and 
Bounds (262 F.2d 876 (CA-4, 1958)) are 
cases in which payments to widows of 
deceased employees were held to be gifts 
under the 1939 Code but are currently 
significant because the opinions contain 
dicta to the effect that under the 1954 
Code all such payments, whether pur- 
suant to a contract or not, would be tax- 
able insofar as they exceed $5,000. 
1954-Code cases 

In Reed (177 F.Supp. 205; aff'd per 


curiam, 277 F.2d 456 (CA-6, 3/7/60)) 
payments to widows under the 1954 
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Code were first considered. The district 
court in Kentucky found that the cor- 
poration had no established plan of 
making payments to widows of deceased 
employees; that the payment of $37,- 
500 in 1956 was not made as additional 
compensation for any services rendered 
by Mr. Reed to the corporation; that 
the payment was not made pursuant to 
an obligation of any nature; and that 
no part of the gift was, by reason of 
IRC Section 101(b), includable in tax- 
able income. 

The next case was Cowan (ND Ga., 
8/25/60). Here the controversy was over 
the income tax treatment of payments 
of $25,000 over a period of 20 months 
to the widow of James R. Cowan. The 
payments were made by the corporation 
of which Cowan had been an officer and 
director for a period of 14 years prior 
to his death on April 3, 1955. The 
amount of the payment, together with 
the $5,000 death benefit separately paid 
to the widow, was equal to his annual 
salary. The authority for the time, 
amount, and recipient of the payment 
was a resolution adopted by the board 
of directors on April 8, 1955, five days 
after Mr. Cowan’s death. 

The district court's findings of fact 
and conclusions of law are similar to 
those in Reed. Judge Hooper stated in 
his conclusions of law: 

“3. The payment of the aforesaid sum 
of $25,000 to Mrs. Virginia Luty Cowan 
was intended to be, and was, a gift to 
her by Georgia Marble within the mean- 
ing of the provisions of section 102(a) 
of the 1954 Internal Revenue Code. 
68A Stat. 28 (1954), 26 U.S.C. section 
102(a). The amount of such gift was 
not includible in gross income... . 

“4, Section 102(a) of the Internal Rev- 
enue Code of 1954 contains the provi- 
sion (as did the comparable section 
22(b)(3)), that gross income does not in- 
clude amounts received as gifts; and the 
meaning of that provision is not changed 
by the provisions of section 101(b) of 
the 1954 Code. It is clear that the pur- 


1 “Sec. 101. CERTAIN DEATH BENEFITS... . 
(b) Employees’ Death Benefits.—(1) General 
rule.—Gross income does not include amounts re- 
ceived (whether in a single sum or otherwise) by 
the beneficiaries or the estate of an employee, if 
such amounts are paid by or on behalf of an em- 
ployer and are paid by reason of the death of the 
employee. (2) Special rules for paragraph (1).— 
(A) $5,000 limitation.—The aggregate amounts 
excludable under paragraph (1) with respect to 
the death of any employee shall not exceed $5,000.” 

“Sec. 102. GIFTS AND INHERITANCES. (a) 
General Rule.—Gross income does not include the 
value of property acquired by gift, bequest, de- 
vise, or inheritance.” 
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pose of the latter section of the 1954 
Code is to eliminate the requirement 
(contained in the comparable section, 
22(b)(1), of the 1939 Code) that certain 
employee death benefits must be paid 
pursuant to a contractual obligation in 
order for such benefits to qualify for a 
$5,000 exclusion from gross income... .” 

The Treasury Department in Rev. 
Rul. 60-326, 1960-42 IRB 11 (9/17/60) 
stated that it will neither follow Reed 
nor request its review by the U. S. 
Supreme Court. 

In Pierpont the controversy pertained 
1956 
payment of $9,910.05 to the widow of 


to the income tax treatment of a 


Mervin G. Pierpont; of this amount 
$5,000 was excluded by the Commis- 
sioner under Section 101(b). The pay- 
ment was made by the corporation of 
which Mr. Pierpont had been president, 
director, and 6624% shareholder for a 
period of 38 years prior to his death on 
1956. The $20,000 to be 
paid the widow was equal to his annual 
The 


amount, and recipient of the payment 


January 31, 


salary. authority for the time, 
was two resolutions adopted by the 
March 22 


April 27, 1956, within three months after 


board of directors on and 
Mr. Pierpont’s death. The Tax Court 
majority opinion states that its deci- 
sion had been delayed until the mean- 
ing of the term “gift” under Section 
102(a) had been clarified in the U. S. 
Supreme Court’s opinion in Duberstein. 


Supreme Court on gifts 


Duberstein, Stanton (363 U.S. 278), 
and Kaiser (363 U.S. 299) were decided 
1960, and deal with the 
question of what is a “gift” excludable 
from income under 1939 Code Section 
22(b)(3) and 1954 Code Section 102(a). 
None of 


payments to 


on June 13, 


these three cases deals with 


widows of deceased em- 


ployees, nor do they deal with payments 
to persons other than the performer of 
sought to be rewarded. 
leal 


cas 


the services 
Rather, 
ments to the 


two specifically with pay- 


Same person who per- 
formed the services. 

In Duberstein a Cadillac automobile 
was transferred in 1951 to the taxpayer 
in appreciation of the information about 
potential customers furnished by him 
to the The Court 


affirmed the Commissioner’s determina- 


transferor. Tax 


tion that the automobile was intended 
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by the payor to be remuneration for 
services rendered to it by the taxpayer. 
The U. S. Supreme Court concluded at 
page 289 “that primary weight in this 
area must be given to the conclusions 
of the trier of fact,” and decided the 
case in favor of the Commissioner. 

In Stanton the taxpayer’s former em- 
ployer, Trinity Church in New York 
City, had paid in 1942 and 1943 to the 
taxpayer $20,000 upon his resignation 
to go into business for himself. Mr. 
Stanton’s 1942 salary had been $22,500. 
District Judge Byers found that this 
transfer was a gift but, in the opinion 
of five members of the U. S. Supreme 
Court, did not set forth adequate find- 
ings of fact. Therefore, the case was 
remanded to the district court. In com- 
pliance with this mandate Judge Byers 
has issued a detailed opinion in sup- 
port of his signing with one amendment 
the findings submitted by the taxpayer 
(Stanton, SD N. Y., 9/2/60). 

In Kaiser the taxpayer was a striker 
member of the union 
from whom he received strike assistance 
by way of room rent and food vouchers. 
The district court jury found that this 
assistance was a gift, but the court en- 
tered judgment for the United States, 
holding that as a matter of law the as- 
The Su- 
preme Court concluded, as in the com- 
panion Duberstein case, that the con- 
clusions of the finder of fact, the jury 
in this with 
reached on the evidence and, therefore, 


who was not a 


sistance was taxable income. 


case, could reason be 
should be upheld. 

In Duberstein, Stanton, and Kaise? 
the U. S. Supreme Court rejected the 
Government’s invitation to formulate a 
new “test” for application in this area: 
“Gifts should be defined as transfers of 
property made for personal as distin- 
guished reasons.” In 
Court stated at 


from business 
Duberstein the 
288: 


fer amounts to a ‘gift’ is one that must 


page 
“The conclusion whether a trans- 
be reached on consideration of all the 
factors.” The Court considered Bogardus 
(302 U.S. 34 (1937)) to be the leading 
case in this area. Bogardus was a five- 
to-four decision that reversed the judg- 
ments of the Board of Tax Appeals and 
the Second Circuit Court of Appeals and 
held that payments made to present and 
former employees of a corporation, by 
its former shareholders, acting through 
a new corporation, were gifts. The sig- 
nificance of the dissent in Bogardus, and 
the great weight to be given the deter- 
trier of fact in 


mination of the this 





area is set forth in footnote 11 of the 
majority opinion in Duterstein at page 
289: 

“In Bogardus, the Court was divided 
5 to 4 as to the scope of review to be 
extended the fact-finder’s determination 
as to a specific receipt, in a context 
like that of the instant cases. The ma- 
jority held that such a determination 
was ‘a conclusion of law or at least a 
determination of a mixed question of 
law fact.’ 302 U.S., at 39. This 
formulation it took as justifying it in 
assuming a fairly broad standard of re- 
view. The dissent took a contrary view. 
The approach of this part of the Court’s 
ruling in Bogardus, which we think was 
the only part on which there was real 
division among the Court, see note 8, 
supra, has not been afforded subsequent 
respect here. In Heininger, a question 
presenting at the most elements no more 
factual and untechnical than those here 
—that of the ‘ordinary and necessary’ 
nature of a_ business 
treated as one of fact. Cf. note 9, supra. 
And in Dobson v. Commissioner, 320 
U.S. 489, 498, n. 22, Bogardus was ad- 
versely criticized, insofar as it treated 
the matter as reviewable as one of law. 


and 


expe nse—was 


While Dobson is, of course, no longer 
the law insofar as it ordains a greater 
weight to be attached to the findings of 
the Tax Court than to those of any 
other fact-finder in a tax litigation, see 
note 13, infra, we think its criticism of 
this point in the Bogardus opinion is 
sound in view of the dominant impor- 
tance of factual inquiry to decision of 
these cases.” 

Consistent with this controlling quali- 
fication, the court upheld the findings 
of the triers of fact in Duberstein and 
Kaiser and remanded Stanton for “‘new 

fact.” The 
whether the 
requisite donative intent impelled the 
transfer sought to be treated for income 
tax purposes as a gift are stated in 
Duberstein at page 285: 


and adequate findings of 


factors determinative of 


“This Court has indicated that a volun- 
tary executed transfer of his property 
by one to another, without any con- 
sideration or therefor, 
though a common-law gift, is not neces- 
sarily a ‘gift’ within the meaning of the 
Statute. 


compensation 


And, importantly, if the 
payment proceeds primarily from ‘the 
constraining force of any moral or legal 
duty,’ or from ‘the incentive of antici- 
pated benefit’ of an economic nature... 
it is not a gift... . A gift in the statu- 
tory sense, on the other hand, proceeds 
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from a ‘detached and disinterested gen- 
erosity,’ . ‘out of affection, respect, 


admiration, charity or like im- 


pulses,o3 ay 
If Pierpont is appealed 

The Tax Court, as trier of fact in 
Pierpont and in the light of Duber- 
stein, found “as an ultimate fact that 
the payments in controversy were not 
intended as a ‘gift.’ Having reached 
this conclusion, the Tax Court found 
unnecessary a consideration of the Com- 
missioner’s further contention that Sec- 
tion 101(b) affirmatively requires the 
death benefits described therein in ex- 
cess of $5,000 to be treated as taxable 
income. One of the petitioners in Pier- 
pont is the Union Trust Company of 
Maryland. Maryland is in the Fourth 
Federal Judicial Circuit. Presumably an 
appeal by the taxpayer would be heard 
by the Fourth Circuit Court of Appeals, 
on which sits Chief Judge Sobeloff, who 
stated in the second note of the decision 
in favor of the taxpayer-widow in 
Bounds: 

“While this controversy arises under 
the Internal Revenue Code of 1939, the 
law has now been amended, and the 
problem with which we are here con- 
cerned cannot arise in the future. The 
new law rejects the tests which have 
been unsatisfactory in practice and un- 
equivocally makes nontaxable payments 
to the employee’s estate or family, made 
by reason of his death; but it imposes a 
$5,000 limitation. The 1939 provision 
that the payments be made pursuant to 
contract has been eliminated from the 
1954 Code.” 

Mr. Justice Frankfurter in his con- 
curring opinion in Duberstein stated: 

“The Court has made only one au- 
thoritative addition to the previous 
course of our decisions. Recognizing 
Bogardus v. Commissioner, 302 U.S. 34, 
as ‘the leading case here’ and finding 
essential accord between the Court’s 
opinion and the dissent in that case, the 
Court has drawn from the dissent in 
3ogardus for infusion into what will 
now be a controlling qualification, 
recognition that it is ‘for the triers of 
the facts to seek among competing aims 
or motives the ones that dominated con- 
duct.’ 302 U.S. 35,45 (dissenting opin- 


” 


ion) 


Tax Court erring on law? 

Judge Kern in his dissenting opinion 
in Pierpont took a similar view of 
Duberstein and reasoned that the va- 


lidity of the prior Tax Court opinions 
on the question of the taxability of pay- 
ments by a corporation to widows of 
deceased officers and employees had 
not been affected. Therefore, he favored 
no departure from the line of cases 
which have held that, because such pay- 
ments were not made pursuant to any 
obligation or understanding nor pur- 
suant to any plan or policy, the infer- 
ence is that they were made pursuant to 
“spontaneous benevolence.” 

However, Judge Raum for the ma- 
jority in Pierpont expressed his opinion 
that Duberstein had clarified and de- 
veloped the law in the troublesome area 
of whether a transfer without considera- 
tion constitutes a “gift” for income tax 
purposes. Therefore, the Tax Court ma- 
jority declined to discuss the numerous 
earlier decisions and rulings in _ this 
field. They concluded that the particu- 
lar facts of Pierpont appraised in the 
light of the principles expounded in 
Duberstein supported the Commis- 
sioner’s determination that the payments 
to the widow constituted taxable in- 
come. 

Consequently,, in the event of the 
taxpayer’s appeal of Pierpont one issue 
would be whether the Tax Court’s find- 
ings of fact and opinion reflect the 
proper legal standard with which it ap- 
proached its task and, if so, whether its 
conclusion “was not clearly erroneous.” 
Even if the taxpayer-widow were suc- 
cessful in this hurdle of the appeal and 
established that a gift had been made 
to her, presumably Mrs. Pierpont would 
be faced with the second hurdle out- 
lined in the Rodner and Bounds dicta 
that the general language exempting 
gifts in Section 102(a) is controlled by 
the particular language of Section 
101(b), yielding the result that gifts in 
general are exempt but gifts in the form 
of death benefits are taxable insofar as 
they exceed $5,000. If this second hurdle 
were reached and decided in favor of 
the Commissioner in Pierpont, a direct 
conflict would then exist between the 
Sixth Circuit’s Reed and the Fourth 
Circuit’s Pierpont and would give occa- 
sion for a review of this particular con- 
troversy by the Supreme Court. 

The Kasynski decision (CA-10, 11/1/ 
60) (formerly Ainsworth) is the first de- 
cision from an appellate court in this 
field since Duberstein. It affirms an un- 
reported district court decision handed 
down before Duberstein. Here the con- 
troversy was over the -U. S. individual 
income tax treatment’ of a payment of 
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$60,000 over a period of 24 months to 
the widow of A. W. Ainsworth. This 
payment was made by the corporation 
of which Mr. Ainsworth had been an 
officer for a period of 30 years prior to 
his death on February 18, 1952. The 
amount of the payment was equal to 
twice his annual basic salary. The au- 
thority for the time, amount, and re- 
cipient of the payment was a resolution 
adopted by the board of directors on 
March 11, 1952, three years after Mr. 
Ainsworth’s death. 

Although all but two monthly pay- 
ments ($5,000) were received prior to 
1954, the Treasury Department resisted 
the taxpayer's refund efforts, apparently 
ignoring its Rev. Rul. 58-613, supra. 
The Tenth Circuit relied on Duber- 
stein and determined that the district 
court’s findings of fact (without a jury) 
were adequate; that the trier of fact 
had approached his task with the proper 
legal standard; and that his conclusion 
that a portion ($4,600) of the amount 
was compensation for services rendered 
as corporate secretary and the balance 
was an excludable gift under Sections 
22(b)(3) and 102(a) was a reasonable in- 
ference from the particular factual situa- 
tion. Circuit Judge Breitenstein’s opin- 
ion does not mention the additional 
contention advanced by the Treasury 
Department in Reed, Cowan, and Pier- 
pont, and the subject of dicta in Rod- 
ner and Bounds; i.e., all such corporate 
payments to widows are taxable insofar 
as_ they 


exceed $5,000, regardless of 


whether they are gifts. 


Corporate deduction 


In addition to attacking the favor- 
able income tax treatment of corporate 
payments received by widows, the In- 
ternal Revenue Service is continuing its 
attack on corporate deductions for pay- 
ments to widows. Fifth Avenue Coach 
Lines, Inc. (31 TC 1080, rev’d other 
issue, 281 F.2d 556 (CA-2, 7/29/60)) con- 
sidered annual payments of $7,500 made 
from 1944 through 1948 to the* widow 
of the corporation’s former president. 
The corporation was allowed the de- 
ductions even though the payments may 
have been tax-free gifts to the widow. 
In the first such case under the 1954 
Code, the Tax Court in Fort Orange 
Paper Co. (TCM Docket No. 71962 (8/ 
26/60)) regarded the’controversy 4s con- 
trolled in principle by Fifth Avenue 
Coach Lines, Inc., and allowed the de- 
duction of the equivalent of six months’ 
salary paid by the corporation to the 
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widow of its deceased president, quoting 
from the Fifth Avenue Coach case: 
“The motives for making the pay- 
ments here involved are ambiguous“and 
multiple; such is often the case. In 
Peters v. Smith, 221 F.2d 721, 725 (CA-3, 
1955), it was noted that ‘the employer in 
providing the questioned payments did 
not indicate unequivocally whether such 
action was intended as additional com- 
pensation for-past services, or merely as 
an expression of a philanthropic atti- 
tude, or as a bid for employee good will, 
or as of these.’ In 
the instant case, we find that the pay- 
ments to Sheeran’s widow were intended 


some combination 


in part as additional compensation for 
past services rendered by Sheeran, in 
part to show gratitude for such past 
services, and in part to aid in the sup- 
port of Sheeran’s widow.” 

the Internal Revenue 
continues in its position of being re- 
quired to allow the payment as a busi- 


Thus, Service 


CA-6 finds income in 


January 1961 


ness expense deduction even though the 
widow may exclude it as a gift. 

Bogardus and Duberstein have chart- 
ed the course as to gifts for income tax 
purposes, placing great weight on the 
findings of the trier of fact. For this 
reason the taxpayer must carefully pre- 
pare and present her case with a view to 
proving facts that will indicate clearly 
that the transfer was intended to be a 
gift and proceeded from a “detached 
and disinterested generosity; out of affec- 
tion, respect, admiration, charity or like 
impulses.” 

Because of the sword’s edge on which 
one must balance in order to achieve 
success for the taxpayer-widow as re- 
cipient of a gift and for the corporation 
as payor of a business expense, this area 
will become increasingly challenging as 
the law develops through subsequent 
rulings, decisions, and statutory changes. 
Meanwhile, corporate payments to 
widows will continue. ’ 


marital settlement 


but says valuation difficulty bars tax 


by ALLAN R. CURHAN 


The taxation of property settlements in connection with divorce presents myriad 


problems to practitioners and to courts. In a particularly knotty one, the transfer of 


property for the release of marital rights, Mr. Curhan thinks the Sixth Circuit 


may be creating an inequity and a loophole of sizable proportions. 


STARTLING DECISION (Marshman 
5/31/60, cert. applied for 8 
the Sixth that 


gain was realized on a transaction but 


[ 4 
CA-6, 


29/60), Circuit found 
nevertheless held that none would ever 


be taxed to the taxpayer because of 
difficulties in measuring the gain. 
laxpayer in a premarital agreement 
transferred $40,000 worth of securities to 
his intended spouse subject to his option 
to repurchase for $40,000. At the time 
of the transfer his basis for the securities 
$10,000. 


, jated 
negotiated 


was Some years later, in a 


agreement incident to a 


the surrendered his 
The 


agreement. 


divorce taxpayer 
decree 
On the 


securities were 


option. divorce 


the 


incorpo- 
rated date of 


the divorce the worth 
$400,000. 

The court held that, although gain 
the 


option, it could not be measured and, 


was realized on the surrender of 


therefore, could not be taxed to tax- 


payer.! The court stated: 
“To say that the fair market value of 


the property received is the same as the 
fair market value of the property given 
up not only ignores realities, but it is 
the use of a formula which is radically 
different from the well established and 
well determined formula by the courts 
for market 
Under long established rulings fair mar- 


determining — fair value. 
ket value is the price at which property 
would change hands between a willing 
buyer and a willing seller, neither being 
under any compulsion to either buy or 
| oe 

“A single transaction between hus- 
band and wife made under the emotion, 
tension and practical necessities involved 
in a divorce proceeding does not com- 
ply with this rule... . / A property settle- 
ment in a divorce proceeding is usually 
influenced and often dictated by numer- 
ous intangible, personal and _ practical 
considerations which play no part in a 
transaction between a willing seller and 
a willing buyer in the open market. The 
value of what is given up is no criterion 





of the fair value of the ‘property’ re- 
ceived.” 


The Sixth Circuit by this holding re- 
versed the Tax Court, which had held 
(30 TC 1244) that the taxpayer had 


‘realized capital gain measured by the 


difference in the value of the securities 
when the option was surrendered and 
the option price. In order to reach a 
contrary decision, the circuit court had 
to reject two 20-year-old decisions, 
Mesta (123 F.2d 986, CA-3, 1941, cert. 
den. 316 U.S. 695, rehearing den. 317 
U.S. 704, rev’g 52 BTA 933) and Halli- 
well (131 F.2d 642, CA-2, 1942, rev’g 
44 BTA 740). 

In Mesta the taxpayer in connection 
with his divorce transferred securities, 
having a value in excess of his basis, to 
his wife. The consideration received 
was the surrender by his wife of her 
rights to support and maintenance and 
to share in his property at his death. 
The Board of Tax Appeals held that, as 
the property received could 
valued and gain depended on the dif- 
ference between the fair market value 
of what was received and the basis for 
the property transferred, no gain was 
realized. The Board said: 

“To hold that a 
taxable income by giving up a_ sub- 


not be 


man has realized 
stantial portion of his property seems to 
us unreasonable and not justified either 
under the general law or under the 
revenue act.” 

While Mesta was pending on appeal, 
the Board decided Halliwell, where the 
essential facts were indistinguishable 
Mesta. The Board 
earlier Mesta decision. Then the Third 
the Mesta 
on the ground that economic satisfac- 


from followed its 


Circuit reversed Board in 
tion was realized by the taxpayer on 
the transfer and that this economic gain 


should be taxed. The circuit court 
rested its decision on Helvering v. 


Horst (311 U. S. 112 (1940)).2 The court 
properly concluded that, as the parties 
dealt at arm’s length, 
what transferred 


the value of 


was (the securities) 
1 As an alternative ground, the court pointed out 
that the validity of the option was in dispute, so 
that neither the consideration received nor that 
given could be valued. If the court had held that 
no gain was realized at all, it might have opened 
up a “Pandora’s Box.”’ See, e.g. General Shoe 
Corp., 60-2 USTC (CA-1, 1960); cf. generally, 
Campbell v. Prothro, 209 F.2d 331 (CA-5, 1954); 
Farrier, 15 TC 277 (1950). 

2 Dealing with assignment of income prior to re- 
ceipt. 

8 See, generally, Hall, 9 TC 53 (1947), acqg. 1947-2 
CB 53; Patino, 186 F.2d 962 (CA-4, 1950); Farid- 
es-Sultaneh, 160 F.2d 812 (CA-2, 1947). But see 
W. D. Haden Co., 165 F.2d 588 (CA-5, 1948), ef. 
Kenan, 114 F.2d 217 (CA-2, 1940). 
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served to measure the value of what 
was received (release of marital rights). 
It stated: 


“We think there can be no doubt 
that Congress intended a measurement 
of the values under the circumstances 

notwithstanding the difficulties in 
determining those values. In the case 
at bar there is a gain in value of the 
stock and an event whereby that gain 
was realized. The fair market value of 
the property or benefit received by 
Mesta for the stock may be difficult to 
ascertain, but in the absence of any 
other value being shown we think it is 
proper to take fair market value. In 
the case at bar the amount of the 
taxpayer’s obligation to his wife was 
fixed in part in terms of stock by the 
parties themselves who really dealt at 
arm’s length with one another. It was so 
found by the Commissioner. . . . We 
think that we may make the practical 
assumption that a man who spends 
money or gives property of a fixed value 
for an unliquidated claim is getting his 
money’s worth.” 

The Halliwell, 
then followed Mesta and reversed the 
Board. 

Recognition and taxation of gain on 


Second Circuit, in 


an exchange of property for services in 


an arm’s-length business transaction 


presents no difficulty. In International 
Freighting Corp. (135 F.2d 310, CA-2, 
1943) a corporation transferred shares 
of stock of a parent corporation, which 
shares had appreciated in value, to its 
employees as a _ bonus for services 
rendered during the preceding year. The 
court, relying on Mesta and Halliwell, 
held that such disposition resulted in 
taxable gain. The value of the services 
received was measured by the value of 


the securities transferred. 


Practical effect 


If this well-established rule of valua- 
tion of the property received by valu- 
ing the property surrendered is aban- 
doned in this marital rights case, trans- 


‘ As to prior law, see, e.g. ET 19, 1946-2 CB 166. 

Cf. generally, People ex rel. New York Stock Ex- 
change Building Company vy. Cantor, 222 App. 
Div. 193 (Sup. Ct., N.Y., lst Dept., 1927), aff’d 
248 N.Y. 533 (1928). 

See footnote 1. If neither the value of what was 
given nor of what was received can be measured, 
perhaps no gain was realized at all. 

7 Taxpayer sold stock for a payment of 60 cents a 
ton on all ore to be mined. The Supreme Court 
held that gain was realized only as payment was 
received, it being unable to determine the value of 
the contract at the time of sale. 

5 Collections in 1943 on a contract distributed in 
liquidation in 1942 were taxable to the stockholder 
in 1943 because valuation in 1942 was impossible. 


fers for release of marital rights would 
be completely tax-free. The income tax 
would be avoided by the Marshman 
rule, and Section 2516 makes it clear 
that, for gift tax, marital rights are 
“full and adequate consideration in 
money or money’s worth.’* Of course, 
the fact that a transfer is not treated 
by the Code as a gift does not neces- 
sarily mean that it gives rise to income, 
but it is a factor that ought to make the 
courts reluctant to find no income. And 
indeed we cannot criticize the Marsh- 
man court on this point. Whether or 
not it was giving weight to the gift tax 
exemption, it did find income in the 
transfer. The position of the Sixth Cir- 
cuit, that only valuation difficulties in- 
hibited it, is made clear in a subsequent 
case that did not involve marital rights. 
In General Shoe Corp. (CA-6, 9/20/60) 
the court held that a corporation re- 
alized income on voluntarily contribut- 
ing appreciated real estate to an em- 
ployees’ trust. The Sixth Circuit fol- 
lowed International Freighting and 
pointed out that the gain escaped taxa- 
tion in Marshman only because it could 
not be measured. The court said: 

“. .. in the Marshman case, this court 
. . Horst ... and points out that 
the Supreme Court there was dealing 
with the realization of economic gain, 


cites . 


not the valuation of such gain. The diff- 
culty inherent in the application of the 
economic gain theory in Mesta, in Halli- 
well, and in Marshman is directly re- 
lated to the valuation of the gain rather 
than its realization. That difficulty is 
readily overcome in the matter herein. 
This is an arm’s length situation. Emo- 
The 
intangible bene- 


tional factors are not involved. 
measurement of the 
fits is easily reduced to dollars and 
cents.” 


The 


recognize that fair market 


court in Marshman failed to 
value can 
be found even where special circum- 
The 


arm’s-length 


Stances are present. property 


settlement was an trans- 
action, even though made under emo- 
The 


property with a measurable value, and 


tional stress. husband gave up 
it may be presumed he got his money’s 
worth.® Certainly the circumstances be- 
lie the existence in whole or in part of 
a gift. The economic satisfaction de- 
rived from the transaction exceeded the 
basis of the property transferred. Gain 
was, therefore, realized and the problem 
is to value what was received. The fact 
that exact valuations are difficult should 
not prevent a fair effort at approxima- 
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[Allan R. Curhan is a member of the 
Massachusetts Bar and is associated with 
the Boston law firm of Brown, Rud- 
nick, Freed & Gesmer.] 





tion. It appears fallacious to state that 
economic satisfaction was derived but 
could not be measured. 

Although difficulties of valuation may 
properly be a valid basis for postponing 
taxation (see, e.g., Logan? (283 U. S. 
404 (1931)) and Carter® (170 F.2d 911, 
CA-2, 1948)), such difficulties should not 
prevent imposition of any tax. To say 
that the Code does not permit the tax- 
unless the 
ceived can be valued and that the value 


ing of gain property re- 
of what was given is not evidence of 
what was received loses sight of the prac- 
taxation. Such literal ap- 
plication of the law creates inequities 


ticalities of 


and loopholes and such decisions should 
be avoided. % 


New decisions 





*Tax Court sticks to original Carasso 
opinion; disallows meals and lodging of 
convalescent’s trip. In a seriously weak- 
ened state following two major opera- 
tions, taxpayer, on his doctor’s recom- 
mendation, went to Bermuda for con- 
valescence, accompanied by his wife. 
Taxpayer claimed a medical deduction 
for transportation costs and meals and 
lodging for both of them. In its original 
opinion (34 TC 65), the Tax Court 
allowed a deduction for the transporta- 
tion costs but disallowed the meals and 
lodging. The opinion was later with- 
drawn. In its new opinion, the court 
The 
opinion made no reference to Bilder 
(33 TC 155), which allowed the rental 
for an apartment in Florida during an- 


reaches the same _ result. earlier 


nual visits undertaken by a heart pa- 
tient on his doctor’s advice. The court 
now says that it erred in Bilder, since it 
did not there examine the legislative 
history of 1954 Code Section 213(e)(1). 
This section expressly allows a deduc- 
tion for medical transportation ex- 
penses. A Congressional Committee re- 
port is cited to show that the specific 
allowance of transportation expenses 
implies that other costs, such as board 
and lodging, were not to be deductible. 
The court rejects taxpayer’s argument 
(taxpayer argued his own case) that it 
not examine the committee re- 


could 
ports in construing the Code in relation 
to the hotel and meals item. Various 
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authorities are cited in support of the 
court's right to inquire into legislative 
history, even though the language of a 
statute may appear to be clear. One dis- 
senting judge objects to the considera- 
tion of legislative intent as the “grossest 
kind of judicial legislation.” A second 
dissenting judge, unswayed by the Code’s 
specific allowance of transportation ex- 
penses, would allow a deduction for the 
meals and lodging as proximately re- 
He 
the 


lated to medical care. would also 


allow a deduction for meals and 


lodging of taxpayer’s wife, a ‘‘quasi- 
nurse,” on the ground that the Regula- 
deduction 


he feels that the court 


tions allow a for nurse’s 


board. Finally, 
should have delayed its opinion until 
the .U. S. 
Third Circuit decides the Bilder appeal. 
IC No. 119. 


Court of Appeals for the 
Carasso, 34 


Improvements to house are not alimony. 
Taxpayer’s divorced wife and child oc- 
cupied a house that was owned by him. 
The holds that the 
provements he made to the house were 


court cost of im- 
not deductible by him as alimony. Since 
the property was ownéd by him, im- 
provements could not constitute income 
to his ex-wife and so could not qualify 
as deductible alimony. Gentry, Ct. Cls., 
11/2/60. 


Loss on sale of temporary residence is 
not deductible. Taxpayer was an off- 
cer in a corporation that had its prin- 
cipal office in New York City. In 1949 
the board of directors of the corpora- 
tion decided to move the office to Pough- 
keepsie. Taxpayer felt that the decision 
to move to Poughkeepsie would be re- 
versed and that the corporation would 
remain in New York but that, in order 
to retain his position with the com- 
pany, he would have to move his resi- 
dence temporarily to the vicinity of 
Poughkeepsie. Taxpayer purchased a 
house near Poughkeepsie in 1950 as a 
temporary residence and with a profit 
1951. In 
1951 the corporation decided to have 


motive in mind; he moved in 


their offices remain in New York, and 
taxpayer was advised that he would be 
working in New York. Taxpayer con- 


tinued to reside in his house near 
Poughkeepsie until 1954, at which time 
he advertised the property for sale. The 
property was ultimately disposed of at 
a loss. Taxpayer deducted the loss as 
one incurred either in trade or business 
entered into for 


profit. The Tax Court dccides that the 


or in a _ transaction 


January 1961 


loss is personal in nature and not de- 
ductible. Taxpayer was not engaged in 
the real estate business and, therefore, 
the loss was not incurred in a trade or 
business. The court finds that the resi- 
dence was purchased primarily for the 
purpose of a residence and not primarily 
for the purpose of deriving a gain from 
the sale thereof and, therefore, under 
Meyer (34 TC No. 54), finds that the 
loss is not deductible. Austin, 35 TC No. 
28. 


Can’t deduct cost of release from home- 
buying contract. Taxpayer, an employee 
of a railroad, lived in Pennsylvania. Be- 
cause of a consolidation of em- 
ployer with another railroad, he was re- 
quired to move to Cleveland. There he 
entered into a purchase agreement to 
buy a home, and after living in the 
house a few months, he entered into a 
contract of rescission with the owner, 
for which he was required to pay $800 
in commissions to 


his 


two real estate 
brokers. The court holds the $800 pay- 
ment is a nondeductible expense relat- 
ing to the acquisition of a house for a 


residential purpose. Lennox, TCM 1960- 
999 


Employees taxable on payments by new 
stockholder for past services. In 1952 
Shell Chemical Corp. completed the pur- 
chase of all the stock of an insecticide 
manufacturer. To show its appreciation 
to 29 employees most closely associated 
the management of the 
manufacturer, and without regard to 
whether or not they continued in the 
employ of that company, Shell volun- 


with former 


tarily made periodic payments to the 
employees. The court, citing Duberstein 
(363 U.S. 278) holds the payments were 
not gifts but taxable income to the re- 
cipients, since they proceeded primar- 
ily from “the constraining force of a 
moral or legal duty” or from the incen- 
tive of anticipated benefits of an eco- 
nomic nature. Danish, TCM 1960-240. 


Research stipends to Ph.D. candidate 
were a nontaxable scholarship grant. 
Taxpayer, an Indian citizen, 
candidate for a Ph.D. degree in physics 
at the University of Tennessee. The 
University made a grant (out of funds 
received the National Science 
Foundation) to taxpayer in the amount 
of $175 a month for pure research in 
nuclear physics. The Tax Court rules 
that the monthly stipends are exclud- 
able under 1954 Code Section 117 as a 


was a 


from 


scholarship grant, since the primary 
purpose of taxpayer’s research and study 
yas the furtherance of his training 
and education. Moreover, since equiva- 


lent research was required by the Uni- 


versity of all candidates for the degree 
for which taxpayer was working, the 
research could not be deemed part-time 
employment. Bhalla, 35 TC No. 3. 


Father not entitled to exemption for 
child living with divorced mother. 
Under a divorce decree taxpayer was 
ordered to pay support of $200 a month 
for his four children, ranging from 12 
to 5 years of age. His former wife 
claimed a dependency exemption for the 
youngest child, and for none of the 
other children. She claimed deductible 
child-care expenditures for the youngest 
child in the taxable year. The court 
holds that taxpayer has not shown that 
he provided over half of the youngest 
child’s support and, therefore, is not 
entitled to a dependency exemption for 
her. Caseliton, TCM 1960-233. 


Payments incident to divorce were 
periodic alimony. Periodic payments 
made to a divorced wife under an agree- 
ment incident to a divorce are held to 
be taxable alimony payments rather 
than the repayment of alleged loans. 
Even though the agreement did not con- 
tain the word “alimony,” it did contain 
all the indicia of an agreement executed 
to discharge a husband from his legal 
obligation arising from the marital re- 
lationship. Schroeder, TCM 1960-226. 


Job during test period not temporary; 
can’t deduct expenses. A manufacturing 
company hired new engineering em- 
ployees from various sections of the 
country to work for year at its 
main plant with the understanding that, 
if they were satisfactory, they would re- 
ceive permanent positions at the end of 
the year, either at the main plant or 
elsewhere. The IRS rules during the 
year the job was of indefinite duration, 
not temporary. Hence the employees 
must consider the main plant area their 
tax home and cannot deduct as travel 
the cost of meals and lodging there. Rev. 
Rul. 60-314. 


one 


Loss for failure to be mentioned in a 
will? Taxpayer tried to claim a loss be- 
cause of his failure to be mentioned in 
his father’s will. The court holds the 
Commissioner was right in disallowing 
deduction. Fitzgibbons, TCM 1960-174. 














Sate) Serena es 





mre ats PE 


~— A 7 = COO .) .)] 2 


— ms Sel FfUlCrlCUelCUellO ell rlCUM 


-~ 


as 





nary 
rudy 
ning 
liva- 
Uni- 
eTee 
the 
time 


for 
ther. 
was 
onth 
n 12 
wife 
r the 
the 
tible 
ngest 
court 
that 
ngest 
not 


n for 


were 
ents 
ieprec 
ld to 
ather 
oans. 
con- 
ntain 
cuted 
legal 
il re 


26 


rary; 
uring 

em 

the 
it its 
that 
ld re 
nd of 
nt o1% 
4 the 
ation, 
loyees 
thei 
travel 
Rev. 


in a 
ss be- 
ed in 


s the 


wing 
0-174. 





New decisions affecting special industries 


New election won't disturb cement 
makers’ IRS-approved formulas for de- 
termining mining income. P.L. 86-564 
defines the point at which mining ceases 
and cement manufacturing begins as the 
introduction of the kiln feed into the 
kiln. Income to this point is subject to 
depletion; income earned thereafter is 
not. This new rule applies to 1961 and 
later years, but cement manufacturers 
ca elect to have it apply to prior years. 
The IRS now rules that such an elec- 
tion will not affect formulas used with- 
out objection by the IRS in prior years 
just so long as the cut-off point is not 
later than introduction of the kiln feed. 
Rev. Rul. 60-318. 


Sale of cut timber does not qualify as 
capital gain. Taxpayer, owner of timber- 
lands, entered agreement to 
sell a specified quantity of pulpwood 


into an 


over a period of eight years. Taxpayer 
received a $40,000 advance payment, 
which he reported as capital gain. The 
Tax Court ruled this is ordinary income. 
The gain does not qualify for capital 
gain treatment as a disposal of timber 
because taxpayer did not surrender his 
cutting rights). The purchaser had 
cutting rights only in the event of tax- 
payer’s default. This court affirms. Ray, 
CA-5, 10/21/60. 


Taxpayer had economic interest in coal. 
The Commissioner determined that the 
corporate taxpayer had no economic in- 
terest in certain coal properties; it leased 
from the owners. The terms of the lease 
were for a period of seven years, subject 
to termination for the causes stated in 
the lease (such as the failure to mine 
coal for 30 consecutive days or failure 
to mine a reasonable quantity of coal 
at any time under existing conditions). 
Contemporaneously with the lease, the 
taxpayer entered into a coal sales agree- 
ment with the lessor in which the lessor 
agreed to purchase from the taxpayer 
during the term of the mining lease 
30% of its requirements of specified 
coking coal for use in the lessor’s by- 
product plant. This court finds that the 
entire expense and hazards of the strip- 
mining operation was borne exclusively 
by the taxpayer and that the taxpayer 
must look for its income exclusively to 
its sales of coal mined, whether such 
sales may be to the lessor or to other 
parties. Thus, it holds that the taxpayer 





had an economic interest and that the 
Commissioner erroneously disallowed 
the taxpayer’s claim deductions for per- 
centage depletion. Calvert & Young- 
blood Coal Co., DC Ala., 10/11/60. 


LIFO taxpayer may use reserve on fi- 
nancial statements for cut timber. A 
taxpayer who elects Section 631(a) treats 
as capital gain the difference between 
basis and fair market value of cut tim- 
ber. Despite the requirement of the 
Liro section that the same inventory be 
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used for tax and financial purposes, the 
IRS rules that a Liro taxpayer electing 
Section 631 may use an inventory re- 
serve to eliminate, in effect, the timber 
appreciation from inventory prior to 
realization. Rev. Rul. 60-244. 


Value of timber determined. A jury 
found the cost basis of timber lands 
held by taxpayer, considering reforesta- 
tion expenses as an addition to basis, 
and determined the quantity of timber 
for depletion purposes. Where the tim- 
ber was held more than six months, gain 
on sale is a capital gain. Belcher, DC 
Ala., 10/11/60. 
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IRS and recent cases recognize that 


good will of a professional is salable 


Hard on the heels of Rev. 


a business that does 


by W. FLETCHER HOCK 


Rul. 60-301, recognizing that salable good will exists in 


not depend solely on its owner's abilities, two courts have 


upheld capital gains on the sale of a professional man’s good will to successor- 


partnerships. Hock analyzes 


these developments, 


which are so important to 


the personal financial planning of partnerships. 


7. courts have repeatedly held that 
an individual business or profession, 
the success of which has resulted from 
the personal skill and ability of the 
owner of the business, can possess good 
will that can be sold. In Horton (13 
TC 143), Wyler (14 TC 1251), and 
Masquelette Estate (239 F.2d 322) good 
will was held to exist in the business of 
professional accountants. In duPont (19 
TC 377) good will was recognized in a 
stock brokerage 
Estate (9 TC 
brokerage business could own good will. 
In Meurlin (25 TC 
made in the purchase of a medical prac- 


business. Remington 


: 99) held that an insurance 
118) a payment 


tice with its good will was held to be 
a capital expenditure. 

At first the IRS disagreed with these 
decisions. It refused to 
Horton (1949-2 CB 4). It then issued 
Rev. Rul. 57-480 (1957-2 CB 47), which 


said that 


acquiesce in 


“good will does not attach to 
the business of a professional man or 
firm, or to any other business, the suc- 
cess of which depends solely upon the 
professional skill, ability, integrity and 
any other personal characteristics of the 
owner.” An exception was made to the 
extent that “vendible good will may at- 
tach to a particular firm name” if the 
could be 


name assigned to and used by 


the assignee. In other words, good will 
could only attach to the business name. 
That conclusion appeared to be in- 
Rev. Rul. 


many other respects, particularly when 


correct, and the unsound 

it contradicted its own position by stat- 
ing that “in Richard S. Wyler v. 
missioner, 14 TC 1251, the court recog- 


Com- 





nized that good will may be sold by 
professional men.” (See discussion in 
Taxes, Vol. 37 No. 9 (Sept. 1959), page 
825.) 

Apparently the IRS came to recog- 
nize that its position was unsound when 
withdrew its non-acquies- 
cence in Horton and acquiesced in both 
Horton and Wyler (1959-2 CB 5 and 7). 
The IRS disagreed “with some or all of 


it suddenly 


the reasons assigned for the decisions” 
(whatever that is supposed to mean) but 
it, nevertheless, acquiesced in them. (See 
12 JTAX 309 (May 1960).) 


discussion, 


Rev. Rul. 60-301 


Now the IRS has gone a step further 
in Rev. Rul. 60-301 (1960 CB 38), which 
states that good will can exist in a busi- 
ness that does not depend solely for its 
success upon the personal characteristics 
even though there is no 
assignment of the right to use the firm 


of the owner, 


name. In other words, the firm name is 
not vital in determining whether good 
will exists and can be sold. This re- 
verses the position taken in Rev. Rul. 
57-480. 

The new ruling has also clarified the 
position of the IRS to an extent that 
was not readily discernable in the prior 
ruling. The question of the existence 
and sale of good will in such a business 
the 
success of the business depends solely 


upon the professional skill and other 


must be determined by whether 


personal characteristics of the owner 


of the business. A new conception has 


been added by stressing the word solely. 


If a business “is dependent solely upon 


the personal characteristics and com- 
petence of the owner, no element of 
good will exists” or if ‘a business which 
is dependent solely upon the _profes- 
sional skill and other personal charac- 
teristics of the owner is sold, no portion 
of the sales price may be treated as pro- 


ceeds from the sale of good will.” The 
emphasis placed upon the word solely 
and the tenor of the entire ruling seem 
to indicate that the IRS has in mind a 
situation where the business is so de- 
pendent upon the owner and his “per- 
sonal characteristics and competence” 
or his “professional skill and other per- 
sonal characteristics” that 
cept the owner could carry on the busi- 
ness under any circumstances. 
Immediately, there comes to mind the 
theatrical profession. Although someone 
might imitate Bob Hope, Helen Hayes, 
Jack Benny, or Mary Martin, no one 
could carry on their theatrical endeavors 
as performers except those persons them- 
selves. The theatrical talents, skill, and 
ability associated with those performers 
is so attached to them personally that 
it could not possibly be carried on by 
any successor. This might also be true of 
politicians and people in similar pro- 
fessions. However, it is ‘inconceivable 
that anyone would that 
doctor, lawyer, or accountant could not 


no one ex- 


contend one 
carry on the practice of another doctor, 
lawyer 
or even better than his predecessor. The 


, or accountant just as successfully 


success of such a business is by no means 


dependent solely upon the personal 
skill and ability of the owner, alone. 
That is borne out by everyday exper- 
ience. 

It might be argued that the ruling 
did not seek to distinguish between the 
good will of a personal endeavor such 
as that of a theatrical performer and 
the good will of a recognized profes- 
sional business undertaking such as that 
of an accountant. 


argument 


To the contrary, the 
that the 
distinction 


would be ruling 
wished to draw a 
the latter field. It 
that, 


ness, such as that of an accountant, de- 


entirely 
within sought to 


establish if the success of a busi- 
pended entirely upon the efforts of the 


accountant-owner alone, there could not 
be any good will. On the other hand, 
if the success of the business depended 
not upon his efforts alone but also upon 
the efforts of others who were employed 
The 
trouble with this position is that it is 
difficult to imagine that even the IRS 
would attempt to draw a distinction so 


by him there could be good will. 
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ion so 


narrow as to say that an accounting 
business could own good will if there 
were a number of junior accountants 
who assisted the owner of the business 
but there would not be any good will if 
the accountant-owner did all the work 
himself. Just so, a doctor’s practice could 
own good will if he were assisted by a 
nurse but could not own good will with- 
out the nurse. 

Of course, if the intention was to say 
that only a regular commercial business, 
such as a publishing business, in which 
a product or something of that sort is 
just as important as the owner’s skill and 
ability, could own good will, but that 
a business, such as that of a lawyer, in 
which skill and ability alone are re- 
quired could never own any good will, 
then we are back where we started—no 
professional business could ever own any 
good will. 

The only conclusion that would seem 
to be justified is that the nub of the 
new ruling is the word solely. If the 
success of a business is dependent solely 
upon the skill and ability of the owner 
to such an extent that no one else could 
possibly carry it on, then there is no 
good will. However, if the success of 
the business does not depend solely upon 
the skill and ability of the owner, so 
that someone else of equal skill and 
ability could carry it on, then there can 
be good will. 

Two recent decisions have again held 
good will can exist in a_ professional 
business. Both decisions cite Rev. Rul. 
60-301. However, neither decision draws 
any marked distinction between a busi- 
ness that depends for its success solely 
upon the skill and ability of the owner 
and a business that does not. That all- 
important distinction in Rev. Rul. 60- 
301 seems to have been pretty well 
ignored. Rev. Rul. 60-301 is cited pri- 
marily as holding that good will can be 
sold even though the sale does not in- 
volve the assignment of the firm name. 
it is also cited in one decision as hold- 
ing that the existence of good will is 
largely a question of the facts in each 
case and, also, that personal character- 
istics do not in’ themselves constitute an 
item of property that can be sold. 


Dental practice 


In Denton J. Rees (DC Ore., 10/17/ 
60) Rees was in poor health, and his 
dental practice had grown so extensively 
that he could not carry it on satisfac- 
torily alone. He therefore entered into 
a partnership arrangement with two 








other dentists whereby they were to help 
carry on his practice and share the 
profits with him. In the contract of sale 
and partnership Rees sold “the good 
will of the practice,” together with the 
lease of the premises and the furniture, 
fixtures, supplies, and equipment de- 
voted to the practice. “After giving full 
consideration to Rees’ fine reputation, 
both in their profession and with mem- 
bers of the public, which resulted in a 
very large number of cases being re- 
ferred to his office by other dentists and 
by patients who had received satisfactory 
treatment, and by taxpayer’s own per- 
sonal contacts, and the benefits which 
would accrue to them from operating 
on a Clinic basis,” the two other dentists 
agreed to pay Rees $35,000, which was 
“designated as the purchase price of the 
good will” of his practice. In other 
words, it was recognized that Rees had 
an established dental practice with a 
large satisfied clientele, which Rees had 
built up through his personal skill and 
ability. The purchasers considered, 
among other things, “the professional 
skill and reputation of Dr. Rees,” the 
large profits that the clientele had pro- 
duced in the past, and “the number of 
prospective patients which Dr. Rees had 
interviewed for possible treatment in 
the future.” The Government’s sole con- 
tention that “the professional skill, repu- 
tation and earning ability of Dr. Rees” 
should not be taken into consideration 
was not sustained. The court held that 
the asset that had been sold ‘was good 
will within the definition of that term” 
in Story (Partnerships 99): “good will 
may be properly enough described to 
be the advantage or benefit which is 
acquired by an establishment . . . in 
consequence of the general public pat- 
ronage and encouragement which it re- 
from habitual cus- 


ceives constant or 


tomers. .’ Therefore, the court held 
that Rees had sold the good will of his 
practice and made it clear that “profes- 
sional good will may be bought and 
sold.” 


Accounting practice 
(35 TC 26 (10/31/60) 
Watson had carried on a successful ac- 


In Watson 


counting business in his own name for 
many years. The business had grown 
so extensively that he felt the need for 
others to help him with it. Also, he 
wished “to make provision during his 
lifetime for the sale of his practice.” He 
therefore entered into a partnership ar- 
rangement with two other accountants 
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[W. Fletcher Hock is a lawyer and CPA 
practicing in New York City.] 





under which he sold his accounting 
business to them with 45%, of the prac- 
tice to pass now and the remaining 55% 
to pass in 10 years. However, Watson 
was to share in 50% of the profits for 
five years, during which time he would 
devote himself entirely to the business. 
Thereafter, the profits would be shared 
equally among the three partners, and 
Watson would devote only half of his 
time to the business. Later, Watson was 
to become inactive and he would then 
not share in the profits at all. 

The sale price of the business was 
determined formula that 
covered the office furniture and fixtures, 
accounts receivable, and “the good will 
of petitioner‘s practice.” 


under a 


Payment was 
installments. The fact 
that good will existed was shown by 
the contract, which stated that Watson 
had “over a period of years, established 


to be made in 


a substantial clientele in the practice 
of public accounting in his own name 
and by his own efforts, and that he now 
has such practice and the good will 
thereof.” The court held that “an op- 
portunity to gain the benefit of an 
established practice was transferred” so 
that “the consideration paid was for the 
good will of Watson’s practice.” 

The court distinguished between a 
professional man receiving a payment 
as compensation for future services that 
he is to render to a business (O’Rear, 28 
BTA 698), and a professional man re- 
ceiving a payment for the sale of the 
good will of his business (Horton and 
Wyler). A man cannot sell his skill and 
ability to earn future profits for a busi- 
ness as if he were selling a piece of 
property. In other words, if there is no 
proof that any vendible good will exists 
and “all he had was his own skill and 
ability, which he could not transfer,” 
there is not a sale of good will. However, 
he can sell the good will of his busi- 
ness that he has built up through his 
skill and ability if that is the intention 
of the parties and if that good will is 
properly protected for the purchaser 
either through an agreement by the 
seller not to compete or by an agree- 
ment by the seller to continue with the 
business so that he cannot compete. In 
other words, “where there exists vend- 
ible good will, it is an asset . . . separate 
and apart from the personal skills and 
ability of the transferor” and it can be 
sold. 
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The main conclusion to be drawn from 
these decisions would seem to be that 
the courts continue to recognize the sale 
of the good will of a professional busi- 
ness to the same extent and for prac- 
tically the same reasons that they have 
been doing for a number of years. Rev. 
Rul. 60-301 cannot change that. The 
only thing of conclusive value that the 
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Rev. Rul. adds is a reversal | of its 
previous position that there must be a 
sale of the business name in order for 
there to be a sale of good will. Rev. Rul. 
60-301 does, also, take a more liberal 
attitude toward the existence and sale 
of professional good will than was taken 
in the previous ruling on this subject, 
Rev. Rul. 57-480. w 


Error seen in taxing partner on firm’s 


installment notes at gift of his interest 


by ALAN R. BROMBERG 


Rev. Rul. 60-352 is, Professor Bromberg feels, an unwarranted abandonment of 


the Code’s entity treatment of partnership property. Though the point at issue in 


the Revenue Ruling is a narrow one, the attitude of the IRS raises disturbing ques- 


tions about how it will treat other specially taxed assets held by partnerships. 


5 ips GIMLET EYE of IRS has looked 
through the “form” of Subchapter 
K to see a “substance” that isn’t there. 
It found that the charitable contribu- 
tion of a partnership interest matured 
the donor’s proportionate share of part- 
installment 


nership obligations; he 


therefore realized immediate income.1 
Since the obligations themselves did not 
change hands, it was necessary for IRS 
to find that the donor partner had an 
interest in them separate from his in- 
terest in the partnership and that there 
was a disposition of the former as well 
as the latter. 

both a 


[he taxpayer involved was 


general and a limited partner in a 
partnership that was engaged in the 
purchase, subdivision, and sale of tracts 
of land. The partnership had consistent- 
ly employed the installment method of 


accounting in reporting its gain on 
sales. In 1959 the taxpayer transferred 
to a charitable organization, as a con- 
tribution, all of his interest as a limited 
partner. He retained his general part- 
nership interest. 

In analyzing this problem, the IRS 
took the position that “the fundamental 


1 Rev. Rul. 60-352, 1960-46 IRB 10. 

2 Uniform Partnership Act, Sections 24-26. 

8 Uniform Limited Partnership Act, Section 10. 
‘See Bromberg, “Taxable Income without Gain,” 
13 Sw. L. J. 348, 357 at nn. 71-73 (1959). For gen- 
eral comparison of state and Federal partnership 
views, see Sullivan, “Conflicts between State Part- 
nership Laws and the Internal Revenue Code,” 51 
Tax L. Rev. 105 and 229 (1959-60). 

5 IRC Section 701, 702. 

® Without belaboring the point, here are some ex- 
amples of the distinction between what a partner 
owns and what the partnership owns. Section 721 


principles of Federal income taxation re- 
quire that an interest in income earned 
by the partnership which has not been 
realized, or has not yet been subjected 
to taxation, be treated as distinct from 
any ‘partnership interest’ which is recog- 
nized as a capital asset for income tax 
purposes.” Proceeding on this theory, 
the IRS separated the interest in the un- 
collected installment receivables 
the partnership interest itself with the 


from 


following words: “Therefore, unrealized 
or untaxed rights to partnership in- 
come may be transferred with, but not 
as a part of, the partnership interest 
which constitutes a capital asset.” Hav- 
ing performed this surgical separation, 
the IRS concluded that the charitable 
contribution caused a realization of the 
installment obligations, taxable as ordin- 
ary income. 

The ruling is inconsistent with gen- 
eral law, which accords an individual 
partner only very restricted rights in 
partnership property.? Even fewer rights 
are given to a limited partner,? which 
this taxpayer happened to be. Although 
state law needn’t decide Federal ques- 
tions, it should be (and often is) in- 
and Section 731 (generally recognizing no gain or 
loss on transfers between partner and partner- 
ship) would be unnecessary if the partnership 
lacked entity status. So would Reg. 1.453-9(c) (2) 
(1958) (providing the same as to installment obli- 
gations). The separate basis provisions for the 
partnership as to its assets (Section 723) and the 
partner as to his interest in the partnership (Sec- 
tion 705, Section 722) can serve no purpose if 
fragmentation applies to all assets. For the tenu- 
ous link between these “inside” and “outside” 


bases, see Bromberg, “Sale of a Deceased Part- 
ner’s Interest,” 37 Taxes 685 at 686 (1959). 








fluential in tax questions that depend 
on ownership.4 

More importantly, the ruling is in- 
consistent with the basic structure of 


Subchapter K. The Code’s partnership 


provisions are complicated but have an 
underlying pattern: 

(1) As to income, a partnership is an 
aggregate; hence the partners are taxed 
individually and ratably at or after the 
time of the partnership’s realization.5 

(2) As to property, a partnership is an 
entity. It owns the partnership assets. 
The partners own something quite dif- 
ferent: interests in the partnership.® 

To prevent conversion of ordinary 
income to capital gain, the IRS intro- 
duced fragmentation rules as to un- 
realized receivables and 
appreciated inventory.7 These treat a 
partner (in prescribed situations) as if 
he held direct ownership of the assets 


substantially 


specified. They would bring about ap- 
proximately the same result as the rul- 
ing if the partnership interest had been 
sold. But they are not operative in case 
of gratuitous assignment. Their very 
specificity argues against their enlarge- 
ment. Yet not only is IRS extending 
them to donative transfers, it is also con- 
verting fragmentation from precise “as 
if” treatment to general “in fact” treat- 
ment. Thus, it has (1) developed a new 
fragmentation fiction (installment obli- 
gations, with their instant income fea- 
tures, are not part of a partnership in- 
‘appurtenant to” it) and (2) 
applied it in a new context (gratuitous 


terest but 


transfers). 

In so doing, IRS mentioned the 1954 
Code but merely to distort its special 
exceptions while disregarding its gen- 
eral rules. Reliance is primarily on au- 
thority under prior law,8 which is hard- 
ly relevant to the 1954 revamping. More- 
over, the authority deals with sales, not 
gifts. The very passage quoted in the 
element: 
essentially a 


ruling states as the critical 


“the payment ...\was... 
substitute for what would otherwise be 
received at a future time as ordinary in- 
come” (emphasis added). 

The fragmentation question to one 


7 IRC Sections 751, 731, 741. 

8 Tunnell, 148 F.Supp. 689 (D. Del. 1957), aff'd 
259 F.2d 916 (CA-3, 1958). 

® The ruling contains no real analysis of the diffi- 
cult distinction between income and property. 

lo Cf. E. T. Flewellen, 32 TC 317 (1959) (carved- 
out oil payments taxable to donor as runs received 
by charitable donee). This result might alterna- 
tively have been reached on a theory of incomplete 
transfer and retained control; the taxpayer was 
also a general partner and remained as such after 
giving away the limited partnership interest. 
Equally valid would be an earned income approach. 
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[Alan R. Bromberg is Professor of Law 
at Southern Methodist University Law 
School, Dallas.} 





side, what should happen when a part- 
ner gives away an interest? We have 
some statutory guidance that IRS failed 
to discuss. Section 704(e) recognizes 
a donee as a partner if capital is a ma- 
terial income-producing factor. This is 
ordinarily relevant only in family trans- 
fers, but it is not expressly so limited 
(unless by its caption). Whether or not 
it is strictly applicable here, it suggests 
the need to consider the partnership in- 
terest as a whole. In addition, it plainly 
contemplates that future income can be 
effectively transferred if the capital-ma- 
teriality test is met. 

Regardless of Section 704(e), the trans- 
fer of the partnership interest repre- 
sents, at worst, an assignment of in- 
come.® If so, it should be handled under 
the developing case law for gratuitous 
assignments. Thus, the installment obli- 
gations would be taxable to the donor 
partner as they are realized by the part- 
nership, not at the time of gift. It is 
that 
would result. 


unlikely serious tax avoidance 

IRS has made an unwarranted exten- 
sion of the Code in finding a special 
fragmentation for installment obliga- 
tions of a partnership. Because it did 
so in a very narrow area, the damage 
may not be too great. But its approach 
might equally apply to (1) leaseholds, 
copyrights, oil payments, and other in- 
that lie 


“property” and “income 


terests uncertainly between 
, and (2) regu- 


lar and Subchapter S corporations. In 


” 


sheltering the revenue (which it could 
have done as well by other means), the 
Service has smashed part of Subchapter 
K’s intricate structure. Will the rest 
come tumbling down? ie 


Final Kintner Regulations 
adhere to state law test 


THE KINTNER DECISION in 1954 (216 


"2d 418) seemed to show the way for 


group of professional men, forbidden 
to incorporate, to create of themselves 
an association taxable as a corporation 
to get the benefits of pension plans; but 
relatively few have taken the step, pre- 
ferring to wait for the Treasury to issue 
regulations on associations that could 
qualify. The proposed regulations issued 
at the end of 1959 were widely criticized 
Kintner retro- 
active, give specific criteria to test part- 


(see “New Regs. not 





nership” by Carl A. Stutsman, Jr., 
March 1960, 12 JTAX 174). 

As we go to press the final regulations 
have become available. They make no 
significant change from the original pro- 
posals in the rule that caused much con- 
cern—that the law of the state deter- 
mines the legal relationships between 
the members, but the IRC establishes 
the tests and standards that must be met 
if the organization is to be classed as 
an association. Many tax men have ex- 
pressed the view that this rule will make 
Kintner-type associations impossible in 
states that have the Uniform Partner- 
ship Act or a similar statute. 

On another point, however, the treat- 
ment of limited partnerships, the final 
regulations are more favorable to the 
taxpayer than the proposed ones. 

There was substantial concern by in- 
vestors in real estate, oil and gas ven- 





Partners, changing to partnership’s year, 
have short years ending with it. When a 
newly formed partnership adopts a tax- 
year different from that of the 
partners and they change to it, their 


able 


short years end with the partnership’s 
first year. For example, if calendar-year 
partners form a partnership that adopts 
a fiscal year ending September 30, the 
partners have as their short year the 
nine-month period ending with the end 
of the partnership’s first taxable year. 
Rev. Rul. 60-368. 


Sale of partnership interest was really 
sale of crop. [Old law] Taxpayers were 
engaged in a partnership for growing 
cotton. The land and equipment were 
rented. In 1953 they sold their partner- 
ship interests to an outsider. The under- 
lying assets of the partnership were the 
and unharvested crop. The 
court finds that despite the form of a 


harvested 


sale of partnership interests, the sub- 
stance is a sale of the crop, resulting in 
[The 
would be reached under the 1954 Code 


ordinary income. same result 
because the partnership interest is at- 
tributable to appreciated inventory. But 
note that Section 1231(b) gives capital 
gain treatment to the sale of unhar- 
vested corps if sold with the land.—Ed.] 


Haggard, DC Ariz., 10/12/60. 


Repayment of advance to partner is 
not income. [Acquiescence| A partner- 
ship, of which taxpayer was a member, 


New partnership decisions this month 
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tures, and theatrical productions that 
the proposed regulations would in many 
instances classify limited partnerships as 
associations taxable as corporations. The 
final regulations have been  substan- 
tially liberalized in this area, and it 
would appear that the Treasury has 
reverted, to the taxpayer’s advantage, 
to the concepts of the U. §S, 
Supreme Court holding in Glensder 
Textiles. 

A comprehensive article analyzing the 
final regulations by Joseph Price III 
and Bernard Wolfman of the Phila- 
delphia Bar will appear in this depart- 
ment shortly. Sidney Roberts, whose in- 
terests are by no means limited to the 


basic 


foreign aspects of taxation, his depart- 
ment in THE JOURNAL OF TAXATION, is 
also preparing a detailed study of the 


final regulations, stressing their effect 


A 


on real estate syndication. w 


purchased coal lands and mining rights 
for $30,000 and then leased the lands to 
a corporation for five years. Taxpayer 
paid the $30,000 purchase price from 
his own funds, and was to receive all 
moneys to be paid by the lessee corpora- 
tion up to the amount of $30,000. The 
lessee corporation never performed 
under the terms of the lease agreement, 
and the partnership instituted suit for 
the full five years’ rental. The suit was 
ultimately $17,500, which 
sum was paid over to taxpayer by the 


settled for 


partnership pursuant to taxpayer's agree- 
ment with the partnership. The Com- 
missioner determined that the $17,500 
represented compensation to taxpayer 
for loss of profits and rents and, there- 
fore, was taxable as ordinary income. 
The court held with the taxpayer, find- 
ing that the partnership, not taxpayer, 
acquired the lands, and therefore, any 
part of the $17,500 that represented in- 
come for lost rental and profits was_in- 
come to the partnership, a separate in- 
come tax reporting unit, and not to the 
Whether 
any part of the $17,500 was taxable to 


individual taxpayer partner. 
taxpayer as part of his share of partner- 
ship’s income was not decided, since the 
issue was not before the court. Ragner, 
34 TC 111, acq., IRB 1960-45. 





*kindicates a case or ruling of un- 
usual importance. 


*indicates a case or ruling having 
some novelty or unusual interest. 
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When and how should the practitioner 


ask for rulings and technical advice? 


by PAUL D. YAGER! 


Much of the practice of the seasoned tax man revolves around questions of IRS 


attitude. Before the transaction is undertaken, should a formal ruling be requested? 


Or should a more informal sounding of IRS opinion be sought? Would a deter- 


mination letter be possible? When returns are being examined, should technical 


advice from Washington be requested? Mr. Yager reviews the tactical considera- 


tions a taxman must weigh before making any of these moves and sets forth simply 


the procedure to be followed if action is decided upon. 


year A FAVORABLE RULING on a 
proposed transaction eliminates any 


ti 


& 


x gamble; getting an unfavorable rul- 
ing has some advantages too. Perhaps 
transaction can be re- 
vamped to meet the IRS’ objections. At 
the very least it permits the parties to 


the proposed 


bargain with full knowledge of the pos- 
sibility of tax litigation. 

Sometimes there are circumstances 
under which taxpayers are well advised 
not to request rulings. For example, if 
a proposed transaction can be carried 
out in only one manner, it may not be 
desirable to seek an advance ruling. Re- 
questing one would produce only one 
advantage—the opportunity to discuss 
the matter with the highly qualified 
personnel of the But 
most of the time this advantage does 
not outweigh the hazards of an unfavor- 


national office. 


able result. 

Furthermore, valuable exploratory 
discussions with persons in the national 
office are often held in order to deter- 
mine whether a formal request for a 
ruling should be made. Through these 
conversations, frequently held over the 
long distance telephone, the practitioner 
can quickly become well-informed with 
respect to the Service’s position and 
save the time and effort involved in 
preparing a formal ruling request if the 
Service’s position appears to be unfavor- 
its tremendous work- 


able. Because of 


load the Service frowns upon “tele- 


phone practice,” so practitioners should 
rarely use this procedure. 


Similarly, it is ordinarily not wise to 
seek a ruling upon a completed trans- 
action. When a transaction has been 
completed, the applicable facts that will 
ultimately determine the tax effect have 
been established, and ordinarily nothing 
more can be done to alter the tax liabil- 
ity. Under these circumstances, the tax- 
payer runs a real risk of obtaining an 
unfavorable ruling from the national 
office and restricting considerably the 
possibilities of administrative review and 
discussion at Service levels below the 
national office. Although the decentral- 
ization of the Service has vested the re- 
sponsibility for making decisions as to 
tax liabilities in the hands of District 
Directors, it is clear from a_ practical 
viewpoint that rare indeed is the Rev- 
enue Agent, Group Chief, or Appellate 
Division Conferee who can be persuaded 
by a taxpayer’s arguments when the 
national office has already ruled against 
the taxpayer’s position. 

If a ruling is requested with respect to 
a completed transaction after the re- 
filed, the request will 
probably be sent to the District Direc- 
tor’s office. The taxpayer may then re- 
quest the examining officer to obtain 
technical advice from Washington. 


turn has been 


Authority for ruling 

Taxpayers and practitioners alike are 
often amazed to find that the advance 
ruling procedure, which is so important 
in tax planning, is almost completely 
without statutory basis or authority. It 





is somewhat surprising to find that such 
an important Internal Revenue Service 
function, utilizing approximately 427 
employees in the Service’s national office 
and producing some 43,000 rulings per 
year, does not have a clear Statutory 
basis. 

It has always been possible for field 
representatives of the Service to get ad- 
vice from the national office on a more 
or less informal basis, but it was not 
until about 1940 that the Commissioner 
instituted the practice of advising tax- 
payers of the probable tax effect of 
prospective transactions. The earliest 
rulings were in the area of corporation 
reorganizations and dividends, soon fol- 
lowed by pension trust rulings under 
the 1942 Act. 

Some authority for the ruling pro- 
cedure can be found in the Code provi- 
sion that grants the Commissioner dis- 
cretion to determine the extent to which 
rulings or Regulations shall be applied 
without retroactive effect.2 Other au- 
thority for the procedure can be found 
in the various sections providing for 
certain tax consequences only if the 
Commissioner determines, in advance, 
that tax avoidance is not of the 
principal purposes of the transaction.® 
Similarly, many sections of the Code re- 
quire taxpayers to treat certain items 


one 


consistently from year to year, unless 
they obtain the Commissioner’s permis- 
sion to change.4 


How rulings are issued 


The determination of principles and 
policies involved in the rulings pro- 
cedure and the actual issuance of rul- 
ings are responsibilities of the Assistant 
Commissioner of Revenue 
(Technical). His office must develop 
principles and policies with respect to 
the rulings procedure, coordinate rul- 
ings involving novel or disputed ques- 
tions with the office of the Chief Coun- 
sel of the Service, provide technical serv- 


Internal 


ice in drafting proposed legislation, pre- 
pare Regulations, return forms and in- 


1The author gratefully acknowledges the assis- 
tance of W. T. Barnes and C. W. Stowe, Lybrand, 
Ross Bros. & Montgomery, Washington, D. C., in 
the preparation of this article. 

2 1954 IRC, Section 7805 (b). 

* 1954 IRC, Section 367; 1954 IRC, Sections 1491, 
1492. 

4 E.g. 1954 IRC, Sections 167, 442, 446. 

5 Commissioner’s Statement on Organization and 
Functions filed in the Federal Register, December 
27, 1956. 

® Statement of Procedural Rules, Section 601.201, 
1955-2 CB 944. 

7 Ibid. 

8 Ibid. 
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structions, and issue Internal Revenue 
Bulletins and various technical manuals. 
Each of these functions has an effect 
upon the rulings program. 

The immediate responsibility for the 
rulings program is vested in the Tax 
Rulings Division of the national office. 
There are eight branches in this divi- 
sion, as follows: 

1. Individual Income 

2. Corporation Tax 

3. Reorganization and Dividend 

4. Estate and Gift Tax 

s. Excise Tax 

6. Employment Tax 
7. Pension Trust 


Tax 


8. Exempt Organizations 

The Individual Income Tax Branch 
also handles estates, partnerships, trusts 
other than employees’ trusts, and exempt 
organizations. The Excise Tax Branch 
matters except 
alcohol, tobacco, narcotics, and firearms 


handles all excise tax 
taxes, which are the responsibility of the 
(Operations). 

Dividend 
Branch is responsible for rulings upon 


Assistant Commissioner 


rhe Reorganization and 
all questions arising under Subchapter 
C of the Code, except those involving 
Sections 381 and 382. The latter are the 
responsibility of the Corporation Tax 
Branch.5 


Refusal to rule 

Because, with a few exceptions, there 
is no specific statutory authority that 
requires the issuance of rulings, their 
issuance is a matter of discretion of the 
Commissioner, and as one would expect, 
there are many situations in which he 
will refuse to rule. 

No advance ruling will ordinarily be 
issued in a hypothetical case. For exam- 
ple, until a decedent dies, questions in- 
volving the estate tax liability under his 
will are ordinarily deemed to be hypo- 
thetical, as the decedent may decide to 
change his will any number of times 
prior to his death. For this reason, it is 
extremely difficult to obtain an estate 
tax ruling until the decedent has died, 
and unfortunately, after his death the 
possibility of an unfavorable national 
office attitude frequently makes it unde- 
sirable to request a ruling. The Com- 
missioner ordinarily refuses to rule upon 
those matters he deems to involve pri- 
marily questions of fact.6 Questions of 
whether a corporation has unreasonably 
accumulated its surplus (Section 531), 
the reasonableness of officers’ salaries, the 
market value of property, whether inte? 
vivos transfers were made in contempla- 


tion of death, and whether or not trans- 
fers or acquisitions run afoul of Sections 
269 or 1551 because the principal pur- 
pose was avoidance or evasion of Federal 
income taxes are all examples of matters 
upon which the Commissioner will not 
rule before examination of the returns 
involved. Oddly enough, this very ques- 
tion was a 
principal purpose forms the basis of 
some of the sections of the Code that 
specifically require the Commissioner's 


of whether tax avoidance 


advance ruling. 

Since the issuance of a ruling is for 
the most part a matter entirely within 
the discretion of the Commissioner, it is 
not unexpected to find that there are 
many areas in which he refuses to rule 
simply as a matter of policy. For ex- 
ample, there sometimes occur situations 
in which it is quite clear that a trans- 
action will produce a certain tax effect, 
but the Commissioner is unwilling to 
agree that Congress intended this re- 
Under these 
common for the Commissioner's office to 


sult. circumstances, it is 
take the position that the taxpayer is 
correct in his analysis of the problem, 
the Commissioner 
fuses “to issue an insurance policy in ad- 


but nonetheless re- 
vance” for the taxpayer. For example, 
the Commissioner will not ordinarily 
rule that a redemption of stock is not 
essentially equivalent to a dividend 
302(b)(1) in 
where the attribution of ownership rules 
under Section 318 would prevent the 


redemption from being a termination 


under Section any case 


of interest or a disproportionate re- 
demption under Sections 302(b)(2) and 


(3). 


dinarily rule upon the liquidation of a 


Similarly, the Service will not or- 


corporation under Sections 331, 333, or 
337 where part of the assets were in- 
volved in a reincorporation immediately 
before or after the liquidation. Rev. 
Proc. 60-6 contains a listing of the areas 
in which the Service will and will not 
rule. 
The 
ruling when a court has recently decided 


Commissioner will not issue a 
the point at issue and no decision has 
been made as to whether an appeal will 
be taken or where there are conflicting 
court decisions upon the issue. 


How to request a ruling 

Rulings must be requested in writing, 
addressed to the Commissioner of In- 
ternal Revenue, Washington 25, D. C., 
and if known, for the attention of the 
appropriate branch of the Rulings Divi- 
sion. The application must contain a 
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[Mr. Yager is a resident partner at the 
Los Angeles office of the accounting firm 
of Lybrand, Ross Bros. & Montgomery 
and is Director of Taxes for the West- 
ern Region of that firm. This article in- 
corporates and brings up to date ma- 
terial in a talk he delivered at Ohio 
State University, which appeared re- 
cently in The Ohio CPA.] 





complete statement of relevant facts, in- 
cluding names and addresses of all in- 
terested parties together with a copy of 
each contract, agreement, will, trust in- 
strument, or other document necessary 
to present a full and fair statement of 
important facts. The application should 
contain a complete and precise state- 
ment of the business reasons for enter- 
ing into the transaction. If a corporate 
distribution is in- 
volved, a copy of the latest balance sheet 
of each of the corporations involved 
attached.7 These 


reorganization or 


should be statements 
need not be certified by independent 
auditors and need not be completely up 
to date. They will probably be accepted 
if they are as much as six to eight 
months old, provided a statement is in- 
that there 
been no material changes therein other 
than those brought about by the ordin- 


cluded to the effect have 


ary operations of the business. 

The ruling application should con- 
tain a concise statement of the taxpayer's 
position as to the tax effects of the 
transaction, an explanation of his 
grounds therefor, and a citation of 
relevant authorities. Although the Com- 
missioner’s rules’ speak of a memo- 
randum of authorities as though it were 
required to be included in a separate 
document, the citation of appropriate 
authorities in the ruling request itself is 
ordinarily sufficient. 

Last year, in Rev. 59-22, the 
IRS called to the attention of all prac- 
titioners the necessity for conforming 


Proc. 


exactly with the required procedure in 
requesting rulings and warned that, if 
a request is submitted improperly, the 
case may be closed, subject to reopen- 
ing upon completion of the application 
in proper form. 

The request must be signed by the 
taxpayer or his duly authorized repre- 
sentative and in the latter case should 
be accompanied by a properly executed 
power of attorney. 


Conference on ruling 
If the taxpayer desires a conference, 
it should be requested in the ruling 
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application itself or very soon there- 
after.® Until recently only one confer- 
ence was available. However, Commis- 
sioner Latham recently explained that 
the IRS will automatically schedule a 
second conference in some. circum- 
stances. Commissioner Latham told the 
Federal Bar Association in Chicago in 
September that the IRS had been much 
concerned over the practice by tax- 
payers’ representatives, after they had 
had the one conference on a request for 
a ruling, of continuing to follow the 
progress of the proposed ruling through 
the Service to discuss it with each man 
considering it. This problem was studied 
by the Commissioner’s Advisory Group— 
12 practitioners from the legal, account- 
ing, and teaching professions—and by 
Dr. L. Hart Wright of the University of 
Michigan Law School, who at the IRS’ 
request has been making a thorough 
survey of the entire Regulations and 
rulings process. They suggested another 
conference be held if the IRS reverses 
a proposed favorable ruling or if a new 
line of argument is introduced against 
which the taxpayer has not had an op- 
portunity to argue. The IRS adopted the 
suggestion; in these cases a second con- 
ference will be automatically scheduled 
in the future. 


Time needed 

The Service is quite strict in its effort 
to process ruling applications in the 
order in which they are received. Very 
good business reasons must be presented 
in order to persuade the Service to 
process a request out of its chronological 
order. It may be interesting to note, in- 
cidentally, that there is frequently a big 
difference between the taxpayer’s and 
the Service’s idea as to what constitutes 
a good business reason. For example, 
stockholders who are considering a 
merger with another corporation can 
not condition their approval upon the 
receipt of a favorable ruling some 60 
days hence and expect the Service to 
have much sympathy with this taxpayer- 
created deadline. 

Generally speaking, the time required 
to obtain a favorable ruling varies direct- 
ly with the seasonal workload of the 
taxpayer and practitioners. For example, 
in late spring or summer, rulings can 
usually be expected in from four to six 
weeks from the date of filing the appli- 
fall tax- 
payers submit ruling requests that re- 
quire answers by December 31 or by the 
time of filing individual returns on April 


cation. In and winter, many 
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15. Under the latter circumstances, un- 
less the taxpayer can present excellent 
business reasons for his case being con- 
sidered out of order, the ruling may 
require eight to fourteen weeks to issue. 
If under circumstances described here- 
after the Rulings Division feels it neces- 
sary to obtain the concurrence of the 
Chief Counsel of the Service before 
issuing a ruling, the foregoing timetable 
is completely inappropriate. If a ruling 
is coordinated with the Chief Counsel 
before guidance, it is ordinarily safe to 
add six to nine weeks to the time de- 
scribed above. 


IRS ruling procedure 


In most routine cases, the appropriate 
branch chief has the initial responsibil- 
ity for issuing rulings. He is authorized 
to issue rulings himself in routine cases 
but not where a novel question is in- 
volved, where the ruling involves the 
jurisdiction of more than one branch, or 
where a controversial legal or policy 
question is involved. 

If a transaction involves the jurisdic- 
tion of more than one branch, and if the 
questions involved are independent, 
many practitioners follow the practice of 
submitting separate ruling requests. 
Thus, if the Corporation Tax Branch 
and the Individual Tax Branch are both 
involved with a single ruling request, 
one will prepare its reply and then sub- 
mit it to the other for consideration of 
the other’s question. Since each requires 
an absolute minimum of three or four 
weeks under optimum circumstances, an 
aggregate of six or eight weeks is in- 
volved. If separate requests are filed, the 
two branches could work concurrently 
and time could be saved. The 
foregoing practice is naturally not ap- 
propriate if the answer to either of the 
questions is dependent upon the other. 

Cases that involve new legal ques- 
tions, a conflict of legal precedents, or 
legal authority for new administrative 
policy or that are likely to result in liti- 
gation, are coordinated with the office of 
the Chief Counsel of the Service before 
the ruling is issued by the Rulings Divi- 
sion. Only a small percentage of rul- 
ings is so referred. A referral of this 
type is not a matter of right to the tax- 
payer; but if a case is so referred, the 
taxpayer is ordinarily granted a confer- 
ence with the Interpretative Division 
of the Chief Counsel’s Office. The Chief 
Counsel’s opinion is advisory only, al- 
though most rulings referred to his office 
ordinarily reflect a coalescing of views of 


much 


the Chief Counsel and the Rulings Di- 
vision. 

Rulings are sometimes submitted to 
the Chief Counsel himself or to an as- 
sistant counsel for a thorough policy 
review where they tend to encourage or 
discourage certain types of business or 
tax avoidance transactions, involve ac- 
ceptable alternatives and large numbers 
of taxpayers are concerned, involve ad- 
ministrative complications although 
legally sound, involve the question of 
further litigation or an attempt to ob- 
tain corrective legislation, or involve the 
nonretroactivity of rulings. 

As a matter of policy, before issuing 
a ruling, the Rulings Division may con- 
sult other divisions of the national office, 
such as the Technical Planning Division 
(concerned with Regulations, _legisla- 
tion, and forms), the Special Technical 
Services Division (engineering and valua- 
tion matters), and the International Tax 
Relations Division (tax treaties and 
other aspects of foreign taxes).10 

Rulings are rarely referred to the 
ofice of the Secretary of the Treasury 
prior to their issuance. Authority to 
grant them has been formally delegated 
to the Commissioner.!1 There are some 
exceptions where as a matter of policy 
the Secretary’s office wishes to be ad- 
vised before rulings are issued, and in- 
deed, there are some indications that the 
Treasury sometimes prevents the Com- 
missioner from issuing a ruling. This 
type of case is rare, however, and or- 
dinarily arises only where a very sub- 
stantial loss of tax revenue is involved. 
Apparently this policy has been fol- 
lowed in the case of percentage deple- 
tion on end-product items pending the 
outcome of the Treasury’s efforts to ob- 
tain remedial legislation for what it con- 
siders to be an unfair and unintended 
tax benefit. 


Withdrawal of ruling requests 


Taxpayers are permitted to withdraw 
ruling applications at any time prior to 
the actual signing of the Commissioner’s 
reply.12. Many and practi- 
tioners follow the practice of reserving 
in the ruling application itself the right 
to withdraw the application if adverse 
action is imminent. Although such re- 
quests are usually honored by the Com- 
missioner, he has made it clear that 
withdrawal by the taxpayer will not pre- 
vent the national office from notifying 
the appropriate District Director of the 
national office views upon the facts in- 
volved. In actual practice, however, the 


taxpayers 
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national office rarely takes such action 
unless it has reason to believe that the 
transaction has already been consum- 
mated or will take place in essentially 
the same form in which it has been con- 
sidered by the national office. 


Appealing a ruling 

The Service is currently considering 
giving the taxpayer a limited right to 
appeal an adverse ruling. This was dis- 
closed by Commissioner Latham in talk- 
ing to the Federal Bar Association in 
September. “There is, of course,” he 
said “no ‘appeal’ as such to a ruling 
once it has been issued. The taxpayer 
who declines to accept a ruling simply 
files his return and avails himself of the 
appeal channels open to all those who 
disagree with the Service’s determina- 
tions on audit of a return. This, it seems 
to me, is as it should be. 

“On the other hand,” the Commis- 
sioner said, “we have an entirely dif- 
ferent problem in the situations where 
the law requires the taxpayer to request 
a ruling and the Commissioner’s de- 
cision on it is final. In those cases, the 
taxpayer is effectively estopped from 
proceeding at all, in the event he re- 
ceives an adverse ruling. Take, for ex- 
ample, Section 367 of the Code, which 
requires an advance ruling before the 
taxpayer can set up a foreign corpora- 
tion. If the Service rules that a purpose 
of the foreign corporation is to avoid 
tax, then the taxpayer, quite simply, is 
estopped from setting up the corpora- 
tion, in light of the prohibitive tax rate 
that would apply. 

“The Advisory Group felt that there 
should be an appeal of some sort in 
these situations where the taxpayer has 
no recourse to the courts; and reminded 
us that, absent such an appeal, the tax- 
payer will make his own appellate pro- 
cedure by ‘bird-dogging’ his case through 
the national office. 

“It seems to us that the Group’s posi- 
tion was well taken so we determined 
at least to give their idea a try. Accord- 
ingly, we have been informally testing 
an internal appeals procedure in those 
cases where the Commissioner’s decision 
is final, through a board, representing 
° Ibid. 

10 Ibid. 

11 Treasury Department Order No. 150-32, Novem- 
ber 19, 1953. 

12 Statement of Procedural Rules, Section 601.201, 
surra. 

18 | bid. 

14 Rev. Rul. 54-146, 1954-1 CB 88. 


15 Statement of Procedural Rules, Section 601.201, 
supra. 


the Office of the Chief Counsel, the As- 
sistant Commissioner (Technical), and 
the Tax Rulings Division, set up to hear 
appeals beyond the Division. 

“If this test procedure proves to be 
feasible, Chief Counsel and I will prob- 
ably approve it formally. In that event, 
the Service will publish a procedure 
whereby the board will hear appeals in- 
volving requests for rulings in these 
limited areas, such as Section 367 and 
Sections 442 and 446(e), which require 
advance permission to change an ac- 
counting period or method.” 

Each ruling contains a paragraph ad- 
vising taxpayers to attach a copy thereof 
to the appropriate tax return. District 
Directors are instructed to ascertain that 
accurate representations of facts were 
made in the ruling application and that 
the transaction was carried out sub- 
Stantially as it was presented to the 
Service. 


Published and unpublished rulings 

Rulings deemed to be of general in- 
terest and applicability are published 
in the Internal Revenue Bulletins. The 
Service has indicated that taxpayers may 
rely upon these published rulings to de- 
termine the tax liability in their cases 
in substantially the same facts and cir- 
cumstances.18 

Modification or revocation can be ac- 
complished either by notice to the parti- 
cular taxpayer who obtained the ruling 
or by publication of a contrary ruling 
in the Internal Revenue Bulletin. As to 
the particular taxpayer who received the 
ruling, the Service policy is to apply the 
revocation only prospectively so long as 
(1) there was no misstatement or ma- 
terial omission of fact, (2) 
transaction was carried out as described 


the actual 
in the ruling request, (3) there has been 
no change in the law, and (4) the tax- 
payer relied in good faith upon the rul- 
ing and retroactive ~. plication would 
detriment.!4 
permitted to rely upon published rulings 


be to his Taxpayers are 
in similar facts and circumstances, but 
they have no assurance that the same 
ruling will be in effect when their trans- 
action is reviewed two or three years 
later. It is the general practice of the 
Service, however, to make the revocation 
or modification of a published ruling 
only prospective as to a taxpayer who 
has relied on the earlier published rul- 
ing. 

In the recent Goodstein case (267 F.2d 
127) the First Circuit discussed the ap- 
plication of a private ruling to taxpayers 
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other than the one to whom it was ad- 
dressed. The court disallowed a deduc- 
tion for interest on the ground that the 
entire transaction (purchase of $10 mil- 
lion of Treasury notes by a down pay- 
ment of $15,000 and a bank loan for 
the balance) lacked reality. The tax- 
payer had been shown two ruling letters 
addressed by the Commissioner to the 
broker proposing the transaction and 
to his wife, describing a transaction 
similar to the one the taxpayer under- 
took and ruling that the interest on the 
debt would be deductible and the gain 
on the sale of the Treasury notes capital. 
The taxpayer argued he was entitled to 
rely on those letters. The First Circuit 
said he was not. 

“To hold that the Commissioner is 
bound by rulings specifically addressed 
to a taxpayer other than the one whose 
return is questioned would severely limit 
the usefulness of the long-established 
practice of private administrative rul- 
ings ... We are of the opinion that the 
Tax Court was correct in holding that 
insofar as the only published ruling 
dealing with this type of transaction. . . 
concluded that payments such as those 
made by the taxpayer were not deduct- 
ible and that no individual ruling to 
the contrary was ever issued to the tax- 
payer, he cannot now assert the Com- 
missioner committed error in his retro- 
active application of the published rul- 
ing.” 


Letters of determination 

A determination letter is an applica- 
tion by a District Director of principles 
and policies (previously established by 
the taxpayer's 
specific fact situation. The District Di- 
rector’s authority to issue determination 


national office) to a 


letters is discretionary and will be exer- 
cised ‘‘only to the extent consistent with 

the revenue 
determination 


administration of 
He 
letters only in the case of completed 


a wise 
system.” may issue 
transactions and only when the prin- 
ciple involved is clearly set forth in the 
statute, Treasury Decision, Regulations, 
revenue ruling, opinion, or Service-pub- 
lished court decisions.15 

The restriction upon the District Di- 
rector’s authority as to completed trans- 
actions is not applicable to pension and 
profit-sharing qualification, certain ex- 
emption applications, or employment 
matters. Even with re- 
spect to the qualification for exemption 
of pension and profit-sharing trusts, how- 


and excise tax 


ever, his authority is limited in ques- 
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tions involving prohibited transactions 
under Section 503 or unrelated business 
income under Section 511. Similarly, in 
the area of exempt scientific, educa- 
tional, religious, and charitable organiza- 
tions the District Director’s authority is 
restricted if the question involves feeder 
organizations (Section 502), prohibited 
transactions (Section 503), denial of ex- 
emption because of unreasonable ac- 
cumulation (Section 504), or unrelated 
business income (Section 511).16 


Appealing determination letters 


Unlike most other cases of determina- 
tion letters, specific provision has been 
made for a taxpayer to appeal, as a 
matter of right, an unfavorable District 
Director's decision in pension and profit- 
sharing matters.17 The taxpayer's right, 
unrestricted. He 
show that the proposed holding is con- 


however, is not must 
trary to law, Regulations, published rul- 
ing, or a decision acquiesced in by the 
Commissioner, is in conflict with a deter- 
facts in another 


mination on similar 


district, or involves novel or unique 
facts. Even with this showing, the na- 
tional office retains discretion as to 
whether the matter will be reviewed in 


Washington. 


Requests for technical advice 


An additional procedure that enables 
a taxpayer to get national office con- 
sideration of his case is known as a re- 
quest for technical advice. This device, 
first announced in 1948,18 ordinarily is 
Service’s field 


initiated by the repre- 


sentative involved with the audit of a 
tax return. However, subject to certain 
limitations, the taxpayer or his repre- 
sentative now may initiate the action.19 

\ taxpayer may, during the course of 
an examination or an informal confer- 
ence, request that an issue be referred 
to the national office for technical ad- 
vice, on the ground that the issue is 
being 


handled other 


districts. Or the 


diflerently in 
for technical 
advice may be sought because the issue 


reg uest 


is unusual or complex. If the examining 
officer or conferee does not agree and re- 
fuses to request technical advice, the 
taxpayer may submit a statement of the 
facts, the law, and his argument, to- 
gether with the reasons why he believes 


the issue should be referred to the na- 


18 Rev. Proc. 56-8, 1956-1 CB 1024. 
17 Rev. Proc. 56-12, 1956-1 CB 1029. 
18 Mim. 6293, 1948-2 CB 59. 
19 Rev. Proc. 58-14, 1958-38 IRB 48. 
20 1954 IRC, Section 7121. 
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tional office. This statement is sent to 
the Chief of the Audit Division. If he 
decides the matter should not be sent to 
national office, the taxpayer is so in- 
formed. [However, this happens rarely. 
Only 29 taxpayers’ requests of 1,900 
made were turned down. See 13 JTAX 
290, November 1960.—Ed.] Recently 
Commissioner Latham disclosed that if 
the Chief of Audit turns down the re- 
quest, it is nevertheless sent to the na- 
tional office, which may on its own in- 
itiative take jurisdiction. 

If the taxpayer’s request for national 
office consideration is granted, he should 
file a memorandum of his position with 
the District Director so that it can ac- 
company the file or be incorporated in 
the Director’s request. A taxpayer is en- 
titled, upon request, to a hearing in 
Washington if the national office pro- 
poses to adopt a position contrary to 
that of the taxpayer. 

The Appellate Division is also author- 
ized to request technical advice in cases 
over which it has jurisdiction. Far fewer 
submitted to the national 
office via this route, however, and con- 
ferences are ordinarily not granted. 

It is important to note that the term 
is “technical advice,” and ‘“‘advice”’ it is. 
The responsibility for determining tax 
liability remains the District Director’s, 
and he need not follow the advice if he 
does not agree. There seem to be very 


cases are 





few cases, however, where he fails to fol- 
low the national office opinion. 


Closing agreements 


Closing agreements — unlike rulings, 
determination letters, and requests for 
technical advice—are specifically covered 
by the statute. Whether the Commis- 
sioner and the taxpayer will enter into 
a closing agreement is, nonetheless, dis- 
cretionary with the Commissioner. 

As applied to prospective transactions, 
the processing of a closing agreement is 
very similar to that of a ruling. Up to 
certain levels requests for ruling and re- 
quests for a closing agreement follow the 
same course. Since, however, the clos- 
ing agreement is a formal agreement, 
final except for fraud, malfeasance, or 
misrepresentation of a material fact, it 
must be reviewed by many more people 
and, consequently, requires more time 
to obtain. All closing agreements are re- 
ferred to the Chief Counsel before their 
execution by the Commissioner. 

Closing agreements may apply either 
to a specific transaction or to the tax 
liability for an entire year. In the latter 
event, all facets of the case are subject to 
very close scrutiny. Particularly if a 
taxpayer seeks the latter type of closing 
agreement,-he can that issues 
completely unrelated to the one requir- 
ing the agreement will receive a thor- 
ough review and analysis. * 


expect 


Offers in Compromise: practical points 


on how to go through the wringer safely 


ECTION 7122 of the Internal Revenue 

Code gives the Commissioner au- 
thority to compromise any case arising 
under the Code. The Regulations under 
the section (Regs. 301.7122-1(a)) indicate 
the two grounds under which this au- 
thority may be exercised. The first of 
these is doubt as to liability, and the 
second is doubt as to collectibility. Since 
the various protest, conference, and ap- 
peal procedures of the Service ordinarily 
dispose of doubtful questions of tax 
law, the vast majority of those cases 
sought to be compromised, as might be 
expected, fall within the second class. 

Where a taxpayer seeks to convince 
the IRS that he should not be required 
to pay his tax liability in full, the usual 
argument is the ancient one, “I haven't 
got the money.” And most of those cases 
eventually compromised result from an 
investigation by the Service and its con- 


cluding, in the words of the equally an- 
cient adage, “You can’t get blood from 
a turnip.” It is proposed herein to 
discuss briefly those steps the turnip 
must take to convince the turnip- 
squeezer that in fact there is no blood 
to be had. 

Probably the simplest case for applica- 
tion of the compromise technique comes 
to mind from newspaper stories of sev- 
eral years ago. A short-order cook in a 
diner had the good fortune to hold a 
winning ticket in the Irish Sweepstakes, 
and his winnings were somewhere over 
$100,000. Evidently somewhat shaken by 
this sudden transition from the 20% 
bracket to the 89% bracket, he forth- 
with proceeded to take the next plane 
to Florida, ensconce himself in a fine 
hotel, and generally conduct himself as 
he felt someone in his income tax 
bracket ought. In any event, the horses 
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and dogs got to him before the Commis- 
sioner, and by the time the Revenooers 
arrived there was something like $30,- 
000 left in his bank account, not nearly 
enough to pay his tax bill. When a lien 
was slapped on it, he somewhat ruefully 
accepted his fate and returned to the 
place he had been when the lightning 
struck, to flip flapjacks and burn ham- 
burgers in the 20% bracket for the rest 
of his days. 

The above item is not entirely unlike 
the cases that have gained the most 
notoriety in this field, those involving 
sports or personalities 
who have spent most of what they have 
made during the good days and then 
find their days of high earnings ended 
with a huge tax bill still before them. 

‘hese cases have often caused misunder- 


entertainment 


standing, particularly when they are con- 
sidered out of context for political pur- 


pe SCS. 


Financial data required 


The taxpayer who finds himself in the 
position of owing Uncle Sam more than 
he has can submit an Offer in Compro- 
mise upon forms provided by the Com- 
missioner. The basic form for the offer 
is Form must be accom- 
panied by Form 433, the Statement of 
Financial This latter form 
in exhaustive de- 
financial 


656, which 
Condition. 
calls for information 
tail as to the history and 
present condition of the taxpayer. Prob- 
ably the mast important parts of it are 
those that require listing of the tax- 
payer’s assets at fair market and their 
forced sale value. It is obviously in tax- 
payer's interest to convince the Com- 
is without funds or 
assets to meet the liabilities. He should 
also seek to demonstrate that the Com- 
missioner has far more to lose than to 


missioner that he 


gain by forcing him to the wall. In the 


case of a businessman who could be 
forced out of business by pressing of the 
claim, he has an obvious interest in sub- 
mitting an offer that will receive serious 
consideration. 

The strictest respect to detail should 
be maintained in submitting these 
forms. Once an Offer in Compromise is 
accepted, it cannot be reopened except 
on the basis of either falsification or con- 
cealment of assets by the taxpayer or 
mutual mistake of a material fact sufh- 
cient to cause a contract to be reformed 
or set aside (Regs. 301.7122-1(c)). Clear- 
ly, there is no point in going through 
the entire procedure and having an offer 


accepted, only to be right back where 


one started because of an inaccurate 


statement. 


Waivers 


Two important points concerning the 
filing of the offer should be mentioned. 
Paragraph 6 of Form 656 constitutes a 
waiver by the taxpayer of the benefit of 
any statute of limitations with respect 
to the liability sought to be compromised 
for the period during which the offer is 
pending and for one year thereafter. 
This requirement is spelled out in Regu- 
tions $01.7122-1(f). The statute is tolled 
during the period the offer is under con- 
sideration and for another year. This 
could be very important in close cases. 
Paragraph 7 of the form states that it is 
understood that the submission affords 
no relief from the liability unless and 
until actually accepted in writing. None- 
theless, it is very often the practice of 
the District Director to hold up any 
steps toward collection during the time 
an offer is under consideration, and the 
Regulations authorize this procedure 
“if the interests of the United States 
shall not be jeopardized thereby.” (See 
Regs. 301.7122-1(d)(2)). 

A recent Rev. Proc. (60-22, 1960-41 
IRB 38) sets forth the authority of Dis- 
trict Directors, Regional Appellate Divi- 
sions, and offices of Regional Counsel in 
processing Offers in Compromise. Briefly 
the District Director has 
final authority to accept offers in cases 


summarized, 


wherein the unpaid amount of tax, in- 
cluding any interest, additional amount, 
penalties, etc., is less than $500. No legal 
opinion is required in such cases under 
Section 7122(b). In where the 
liability is between $500 and $25,000, 
the District Director, with the approval 
of the Regional Counsel, is authorized 


Cases 


to accept most offers. In a class of cases 
denominated “Chief Counsel cases,” Re- 
gional Counsel considers offers where 
the amount is under $25,000, and has au- 
thority to accept them. These cases in- 
clude those in which recommendations 
for prosecution are pending, in which 
the taxpayer is in bankruptcy or re- 
ceivership, in which the taxpayer is de- 
ceased, involving proposals to discharge 
property from tax liens, involving in- 
solvent banks, involving assignments for 
the benefit of creditors or liquidation 
proceedings, and in which court pro- 


ceedings are pending (except Tax Court 
cases). (See Section 2.03(3), Rev. Proc. 
60-22.) In any case involving over $25,- 
000, if the District Director or Regional 
Counsel concludes that the offer should 
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be accepted, they are to forward it re- 
spectively to the Audit Division of the 
national office or to the Chief Counsel 
for review. 

Despite the limited areas in which the 
District Director may accept offers, he is 
entitled to reject any offer (except in a 
limited class of narcotics cases). Frivolous 
offers or offers submitted for the pur- 
pose of delaying the collection of tax 
liabilities shall be immediately rejected 
(Regs. 301.7122-1(4)). Taxpayers have, 
however, the right to appeal any such 
rejection to the Regional Appellate Di- 
vision for further investigation and con- 
ferences. 

Taxpayers submitting Offers in Com- 
promise often seek to have Federal tax 
liens removed from their property. Upon 
acceptance, if this request is made part 
of the submitted offer, release of the 
lien will often be made a term of the 
acceptance, with the Commissioner ex- 
ercising his discretion under Section 
6325 to discharge the property from the 
lien. This may be tied in with the terms 
of any collateral agreement the taxpayer 
and the Government enter into. 


Future income agreements 

The collateral agreement is one of the 
vital items in this area. Increasingly, the 
Government is insisting on some sort of 
binding promise that, if the taxpayer’s 
income certain level, a 
stated percentage of the overage be ap- 
plied to the unpaid liability sought to 
be compromised. Working out such ar- 
rangements calls for considerable skill 
and judgment on the part of the tax 
attorney. Often the taxpayer seeking to 
find a way out of his troubles is at the 


rises above a 


very end of his immediate cash supply. 
In such a case the amount of cash put 
up will very likely be nominal. Actually, 
the less immediate cash available to meet 
the liability the 
forced sale cannot meet it), the greater 
is the Service’s interest in keeping the 


(assuming assets on 


taxpayer in business. In cases such as 
the one supposed, the terms of the offer 
would probably be a small cash amount 
and a sliding scale of percentage of the 
taxpayer's income above a certain 
amount, leaving, it is hoped, sufficient 
funds so that the taxpayer can meet his 
future tax liabilities without 
hardship. Particularly in the cases of 


entertainment or sports personalities, 


current 


whose careers are very often cyclical in 
nature, the Service is likely to insist on 
sharing any future prosperity. This re- 
sults in part from one or two widely 











44 + The Journal of Taxation «+ 


publicized “mistakes” made in the past, 
where someone thought to be washed 
up was allowed a generous compromise 
on a lump-sum basis and then went on 
to the big money once again, and all the 
Service could do was sit by and grind its 
teeth. 

If such a collateral agreement is en- 
tered into, the taxpayer must be ex- 
tremely careful to comply with it. Form 
656 provides for the consequences of 
failure to meet the terms of a “deferred 
payment offer”: the Commissioner at his 
option may (a) proceed immediately by 
suit to collect the entire unpaid bal- 
ance of the offer; or (b) proceed imme- 
diately by suit to collect as liquidated 
damages an amount equal to the liabil- 
ity sought to be compromised, with in- 
terest from the date of default; or (c) 
disregard the amount of the offer and 
collect by levy the entire 
amount of the liability sought to be 
compromised, applying against it the 


assess OIF 


amounts already paid. 

Thus, as in all areas where the tax- 
payer seeks to discharge his liability by 
paying less than 100 cents on the dollar, 
strict compliance with the Service’s rules 
and statutes is extremely important. The 
turnip should bear in mind that, even 
beyond convincing the turnip squeezer 
that no blood is to be gotten from him, 
that 


he must be able to convince him 





Attorney not privileged to withhold 
client’s papers. An attorney was served 
with an order directing him to appear 
Internal Rev- 


enue Service to give testimony pertain- 


before an agent of the 
ing to the income tax liability of his 
client and to produce all books, records, 
documents, and memoranda of the client 
pertaining to the income tax liability. 
The 
countant, 


was also an ac- 
the the 
ground of attorney-and-client privilege 


attorney, who 


resisted motion on 
and also the client’s privilege against 
self-incrimination. This court says that 
so far as the documents are concerned, 
there is no basis for the claim of the at- 
torney-and-client privilege. The client’s 
papers are not confidential communica- 
tions. Likewise, the attorney is not justi- 
fied in refusing to produce the papers 
the that they might 
criminate the client, since the privilege 


on eround in- 


against self-incrimination is purely a 
personal privilege of the witness and 


cannot be used by the attorney except 
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he is the type of turnip that ought not 
be ground to pieces. * 


Justice Department claims 
speed and efficiency in °60 


WITH GREAT PRIDE the Justice Depart- 
ment’s Tax Division reports that fiscal 
1960 saw civil tax cases completed in 
approximately 15 months, as against 
30 months eight years ago. Litigation in 
the courts is on a more current basis 
than it been for 10 years, and 
fewer than 10% of all pending civil 
cases are more than two years old. 
Assistant Attorney General Charles K. 
Rice is perhaps even prouder that there 
has been no deterioration in quality of 
work, despite the speedup and an ever- 
increasing volume. On the contrary, the 
Government won 71% of its civil tax 
cases—the highest percentage in 15 years 
—and taxpayers recovered only 12% of 
amounts claimed in refund suits—the 
lowest percentage on record. 
remembered that the 
Justice Department does not appear in 
the Tax Court and that these figures 
do not include matters pending or con- 
cluded there. Mr. Rice and his Justice 
Department have presented an impos- 
ing record for fiscal year 1960, one that 
will be hard for the Tax Court boys to 
beat. w 


has 


It must be 


in his own behalf. In regard to testi- 
mony, this court says that the direction 
for the attorney’s appearance is valid 
and, if he is asked questions that call 
for answers that would violate the at- 
torney-client privilege, the attorney may 
then refuse to answer some particular 
questions. Blumenberg, DC N. Y., 10/ 
10/60. 


Dissolved corporation cannot file Tax 
Court petition. Taxpayer was organized 
in Georgia in 1933; in March 1952 a 
state court order was entered dissolving 
the corporation. The petition to the Tax 
Court relating to income taxes for the 
years 1948 to 1950 was filed in 1958 by 
the ex-president, who averred only that 
he was president of petitioner prior to 
its liquidation. Consents had been filed 
by the ex-president extending the statute 
of limitations. Taxpayer moved to dis- 
miss its own petition for lack of juris- 
diction on the grounds that the corpo- 
ration nonexistent, 


was having been 


dissolved in 1952, and that the ex-presi- 
dent had no authority to file the peti- 
tion. The court agrees with the peti- 
tioner, finding that under Georgia law 


_ the corporation was dissolved in 1952 


and that the filing of consents is not 
the s me as a suit so that the provision 
of Georgia law that would extend the 
existence of the corporation until final 
disposition of “suits” begun within three 
years after dissolution would not be 
applicable. [Apparently taxpayer’s the- 
ory is that the result of this decision 
would be to bar transferee liability, 
since the statute of limitations had run 
against the transferor corporation.—Ed.] 
Wheeler’s Peachtree Pharmacy, Inc., 35 
TC No. 22. 


Failure to file Declaration of Estimated 
Tax due to reasonable cause. During 
the tax years in question, the taxpayers 
employed accountants who prepared 
their returns. The taxpayers had for 
many years been classified for tax pur- 
poses as farmers and until the Internal 
Revenue Service assessed the deficiency 
in 1958, classifying them otherwise, they 
proceeded in good faith in all of the 
years in filing their tax returns in Jan- 
uary following the close of the previous 
taxable year. This court holds that the 
failure of the taxpayers to make and file 
a Declaration of Estimated Tax was due 
to reasonable cause and not to willful 
neglect, and, therefore, the taxpayers 
are not subject to the penalties claimed 


by the Government. Steck, DC Kan., 
10/21/60. 
Limitations extended by understate- 


ment of gross income. The taxpayer was 
a mason contractor who reported gross 
receipts on his income tax return of 
about $400,000. He excluded gross re- 
ceipts of $33,000. His gross income, as 
disclosed by the return, was $41,000. 
The assessment for the year 1947 was 
not made until July 25, 1952. This court 
says that the assessment was timely made 
by the Commissioner pursuant to Sec- 
tion 275(c) of the Internal Revenue 
Code of 1939, dealing with the omission 
from gross income of amount in 
25% of the gross income 
stated in the return. The court simply 
finds as a conclusion of law that the 
assessment was timely made but does not 
discuss the legal question of whether or 
not gross income, for purposes of Sec- 
tion 275(c), means gross receipts or gross 
receipts less allowable deductions. 
Bouchard, DC IIl., 9/15/60. 
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NEW DEVELOPMENTS IN 


Foreign aspects of taxation 


EDITED BY SIDNEY !. ROBERTS, LL.B., CPA, 


JOHN COSTELLOE, LL.B., 


AND JOHN WILCOX, LL.B. 





Royalties bring profits of foreign 


subsidiaries home at low tax cost 


by MONROE ADLMAN 


When the profits of a foreign subsidiary can be brought home as a royalty qualify- 


ing under Section 902(d) of the Code rather than as a nonqualifying royalty or a 


dividend, substantial tax savings are effected. Mr. Adlman explains how the saving 


comes about and warns of the points on which the IRS position is not yet clear. 


I’ Rev. Rut. 59-71 the IRS explains 
the computation of the U. S. tax 
credit allowed to a parent corporation 
for foreign taxes paid by its foreign sub- 
sidiary on income sent to the parent as 
a royalty. The factual situation discussed 
in that ruling is typical; the accompany- 
ing tables, illustrating the tax savings, 
are based on the facts and figures in the 
ruling.1 They show the computation of 
the foreign and U. S. tax on a royalty 
qualifying under Section 902(d) and 
compare it with the result if the profits 
had been returned as either a nonquali- 
fying royalty or a dividend. 

Section 902(d) of the Code deals with 
royalties or compensation received from 
wholly owned foreign subsidiaries en- 
gaged in manufacturing, production, 
and mining. The over-all tax saving 
arises when a qualifying royalty is al- 
lowed under the foreign law as a tax 
deduction to the foreign subsidiary and 
a portion of the tax paid by the foreign 
subsidiary is allowed as a credit against 
the U. S. tax on the royalty. 

In the situation discussed in Rev. Rul. 
59-71 the parent entered into a con- 
tractual arrangement with the subsidiary 


The ruling reveals only the relative size of the 
amounts; they are stated as $50x, $25x, 
and so forth. For the sake of simplicity we omit 
the x factor. 

2302 U.S. 573. This case is frequently cited for 
the proposition that for foreign tax credit pur- 
poses the U.S. characterization of a foreign tax 
will control regardless of the foreign country’s 
characterization of its own tax. 

®* The U.S. parent would still be entitled to for- 
eign tax credit for taxes imposed directly on the 
royalty by the fereign country as by withholding 
at source. 

‘Under the per-country limitation presently in 


dollar 


under which service fees would be ac- 
cepted in lieu of dividends. No divi- 
dends, designated as such, were there- 
after paid by the subsidiary. In 1955 the 
U. S. parent received $50 in service fees 
from the subsidiary. This was allowed 
as a deduction for income tax purposes 
by the foreign country where the sub- 
sidiary was located. The total profits 
of the foreign subsidiary (which are 
described in the ruling as the profits 
of the subsidiary before foreign tax) 
were $500, and the foreign taxes paid 
were $300. Cost to the 
rendering the services 


U. S. parent of 
the 
the facts 
given in the Treasury example, it ap- 
pears that the total profits of the foreign 


for which 


fees were paid was $2. From 


subsidiary in 1955 would have been $550 
without payment of the service fee, that 
foreign taxable income was $500, and 
that the foreign income tax was im- 
posed at a 60% rate. These figures are 
summarized in Table I. 

Citing the Supreme Court decision in 
Biddle,? the ruling holds that, although 
the service fees were treated as deduct- 
ible items in the foreign country, they 
are characterized as a dividend distribu- 


effect, excess credit can be used against the taxes 
on other income from the same foreign country if 
taxed at less than the U. S. rate. For taxable years 
beginning in 1961, Section 904 as recently amend- 
ed permits the election of an over-all limitation, 
whereby the U. S. parent may use the excess credit 
against U. S. taxes on income derived from any 
foreign country whose tax rate is less than the 
U. S. tax rate. Under either limitation excess for- 
eign tax credits for a taxable year can be carried 
back two years and forward five years, except that 
there can be no carryback or carryover from an 
over-all limitation year to a per-country limita- 
tion year or vice versa. 
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tion under Section 902(d) to the extent 
of $48 ($50 minus $2), and this amount 
must be added back to $500 (the profits 
of the subsidiary before taxes) in order 
to arrive at the correct amount of ac- 
cumulated profits under Section 902, as 
follows: 


Total profits of the foreign sub- 
sidiary before taxes ($500 plus 


$48) wee ce $548 
Foreign income taxes paid 300 
Accumulated profits of the for- 

eign subsidiary for the purpose of 

applying Section 902 $248 








The formula for computing the credit 
for taxes deemed to have been paid 
by the U. S. parent with respect to the 
service fees deemed dividends is as fol- 
lows: $48 (dividend). divided by $248 
(accumulated profits) multiplied by the 
fraction $248 (accumulated profits) di- 
vided by $548 (profits before foreign 
taxes). The result is then multiplied by 
the $300 foreign tax. Or more simply, 
48/548 x $300. 

The ruling then states that the fore- 
going result obtains under Section 
902(d) only if the foreign subsidiary 
neither declares nor pays any dividend 
in the same calendar year in which a 
royalty or service fee is paid to the U. S. 
parent. If this condition is not met, the 
parent would be allowed foreign tax 
credit under Section 902(a) only with 
respect to the dividend and not with re- 
spect to the royalty or service fee.% 


Comparative computations 


The result for the U. S. parent and 
its foreign subsidiary after foreign and 
U. S. taxes by taking a Section 902(d) 
royalty as compared with an ordinary 
royalty or a dividend is illustrated in 
Table II. The same figures given in the 
Treasury example are used except that 
for illustrative have as- 
sumed no cost to the U. S. parent in 
earning the royalty. The amount treated 
as a and added back to 
total profits of the foreign subsidiary 


purposes we 


distribution 


before taxes thus becomes $50. 

Since the foreign tax rate in the 
Treasury example is 60%, the foreign 
tax credit on a Section 902(d) royalty or 
a dividend will exceed the U. S. taxes 
thereon. For purposes of comparison 
we have treated the excess credit as 
equivalent to dollars on the assumption 
that it can be used by the U. S. parent 
to reduce its taxes. But this depends 
upon other circumstances.* 
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TABLE I: Parent and Subsidiary 


Income 

Subsidiary 
Profits before service fee $550 
Service fee to parent 50 
Profits before foreign tax 500 
Foreign tax (60%) 300 
Parent 
Service fee 50 
Expenses 2 
Amount treated as dividend distri- 

bution 48 





From the computations in Table II it 
can be seen that, so long as the foreign 
subsidiary is allowed a tax deduction 
under foreign law for the royalty and 
there is a foreign tax paid after deduct- 
ing the royalty, there will always be an 
increased return to the U. S. parent for 
the year that a royalty is paid if it quali- 
fies under Section 902(d). This is be- 
cause a Section 902(d) royalty permits 
a portion of the foreign taxes paid by 
the subsidiary to be taken as a credit 
against the U. S. tax on the royalty, 
whereas an ordinary royalty does not. 
Moreover, the subsidiary’s profits after 
foreign taxes are the same, whether or 
not the royalty qualifies under Section 
902(d). 

The results of paying a Section 902(d) 
royalty for any given year will also be 
better than the results from taking an 
equivalent dividend, since the foreign 
subsidiary will have increased profits 
after foreign tax by paying a deductible 
royalty rather than a _ non-deductible 
dividend. 

Thus the payment of royalties quali- 
fying under Section 902(d) results in an 
immediate tax savings as compared with 
either nonqualifying royalties or divi- 
dends. If the foreign profits are re- 
invested in foreign expansion and not 
returned to the parent, this tax savings 
is permanent. 


Non-qualifying royalties 


Table III is a continuation of the 
first two columns of Table II and il- 
lustrates that there is also an over-all 
tax saving when the remaining foreign 
profits are returned to the U. S. as 
dividends. This results because a Sec- 
tion 902(d) royalty and dividend pro- 
duces an over-all foreign tax credit of 
$136.27 ($109 + $27.27) for a foreign 
tax of $300, whereas an equivalent non- 
qualifying royalty and dividend 


pre )- 


TABLE Ii: Comparison of Results of Taking Royalties or an 
Equivalent Dividend in Year of Payment 


Nonqualifying Section 902(d) 


Foreign Subsidiary 
1. Total profits (including royalty) 


2. Royalty... news: « 
3. Profits after deducting royalty 
4. Foreign tax sacneeins <i. 

5. Profits after foreign tax 


6. Dividend 3.25... 
7. Profits after foreign tax 
and dividend ..... 


U.S. Parent 

8. Royalty or dividend received 

9. U.S. tax before credit 

10. Foreign tax credit 

ll. U.S. tax after credit 

12. Cash return after U. S. tax 

13. Potentially usable excess foreign 
tax credit (20.076) 

Total cash or credit 

Foreign subsidiary and U.S. 

parent combined ... 


a 300/550 x $50 = $27.27 











Royalty Royalty Dividend 
$550 $550 $550 
50 50 0 
500 500 550 
300 300 330 
200 200 220 
0 0 50 
200 200 170 
50 50 50 
26 26 26 
0 27.278 30b 
26 0 0 
24 50 50 
0 1.27 4 
“o4 “51.27 4 


224 251.27 224 


b 330/550 x $50 = $30 





TABLE III: Comparison of Results of Taking Nonqualifying or 
Section 902(d) Royalties When Remaining Profits Taken as Dividend 


Nonqualifying Section 902(d) 





Royalty Royalty 
1. Dividend (Item 7, Table I) $200 $200 
2. U.S. tax before credit 104 104 
3. Foreign tax credit 120¢ 1094 
4. U.S. tax after credit 0 0 
5. Cash return after U. S. tax gas 200 200 
6. Potentially usable excess foreign tax credit 16 5 
7. Total cash or credit 216 205 
8. Total over-all cash return or credit to U. S. parent 
(Item 14, Table II plus Item 7, Table ITI) $240 


ec 300/500 x 200 = $120 


$256.27 


d 300/550 x 200 = $109 





duces a tax credit of only $120 for the 
same foreign tax. 


Section 902(d) royalty and dividends 
The remitting 
profits in part as a Section 902(d) royalty 
and the balance as a dividend as com- 
pared with the all-dividend method de- 
pends upon the rate of foreign tax effec- 
tive under method. Under the 
mechanics of the Section 902(a) formula 
for computing foreign tax credit, the 


over-all results of 


each 


combined foreign and U. S. tax burden 
on the distributed profits of a foreign 
subsidiary is 52% when the foreign tax 
rate is zero or 52%. The combined tax 
burden thereafter decreases as the for- 
eign tax rate increases from zero or de- 
creases from 52% and reaches its mini- 
mum (45.24%) when the foreign tax 





rate is exactly one half the U. S. tax 
rate. Thus the over-all return will de- 
pend upon which method produces an 
effective rate of foreign tax closer to 
26%, for purposes of computing the for- 
eign tax credit. 

Where the foreign tax rate exceeds 
26%, a Section 902(d) royalty offers an 
opportunity to obtain the maximum 
benefits of the formula. Since the de- 
ductibility of a Section 902(d) royalty by 
a foreign subsidiary reduces its foreign 
tax, this in turn reduces the effective 
foreign tax rate considered attributable 
to the distributed profits for purposes 
of computing foreign tax credit. There- 
fore, a maximum after-tax result can be 
achieved by drawing out that proportion 
of the profits of a foreign subsidiary in 
the form of Section 902(d) royalties that 
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[Mr. Adlman, a member of the New 
York Bar, is an attorney in the Tax De- 
partment of Columbia Broadcasting 
System, Inc., New York City.] 





will reduce the effective foreign tax rate 
toward the magic 26%. 

To illustrate by the Treasury exam- 
ple, if $311.70 of the profits were taken 
in the form of a Section 902(d) royalty,5 
thereby reducing the foreign taxable 
income to $238.30 ($550 minus $311.70), 
the foreign tax of $143 (60% x $238.30) 
will be 26% of the total foreign profits, 
$550 for the purposes of the Section 
902(a) formula. Table IV shows that 
there will be a percentage return of 
54.76%, ($301.20 divided by $550), which 
is the maximum return that could be 
obtained by the U. S. parent from the 
all-dividend method given 
tax rate of exactly 26%. 

Achieving the minimum over-all for- 
eign and U. S. tax rate may not be pos- 
sible in many cases, since the royalty rate 
may be set prior to the close of the 
subsidiary’s taxable year, when its total 


a foreign 


profits first become ascertainable. More- 
over, the exact amount of royalty paid 
or payable to the U. S. parent may have 
to be established at the close of the sub- 
sidiary’s taxable year for the purpose of 
foreign 
how to 


claiming a deduction under 


law. However, knowledge of 
achieve the minimum over-all tax may 
be of great importance to corporate tax 
planners in providing for royalty pay- 
based 


profits of the subsidiary. 


ments upon future estimated 


Uncertain points 

From the foregoing it can be seen 
that substantial 
effected through a Section 902(d) royalty 
that it be the 
vehicle for bringing home all or part 


tax savings may be 


arrangement and may 
of the profits of a foreign subsidiary at 
low tax cost. However, these conclusions 
must be qualified in several respects. 

a. Services or property must be fur- 
nished by the parent to the foreign sub- 
sidiary as consideration for a Section 
902(d) royalty, and only the amount by 
which the royalty exceeds the cost of the 
services or property may be treated as a 
dividend for foreign tax credit purposes. 
Neither the Code nor Regulations pro- 
vide any guide as to how such cost is to 
be determined. Presumably the cost of 
the services or property is determined 


Here 60% x ($550 minus royalty) equals 26% 
of $550 when the royalty is $311.70. 
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TABLE IV: Maximum Tax Saving—Over-all Rate of 26% 


Payment of Section 902(d) Royalty 
Foreign Subsidiary 








1. Total profits including royalty $550.00 
2. Royalty qualifying under Section 902(d) 311.70 
3. Profits after deducting royalty 238.30 
4. Foreign  tax'-o35'/..: 3 oot Dee 143.00 
5. Profits after foreign tax 95.30 
U.S. Parent pease 
O, “ROpRiby sMecemweea) .,'.'. 4 eee 311.70 
7. U.S. tax before credit Fa wk dha $162.00 

8. Less foreign tax credit (143/550 x $311.70) 81.00 

9. U.S. tax after credit 81.00 
10. Cash return after U.S. tax 230.70 
Payment of Remaining Profits as Dividend 

11. Dividend (Item 5 above) 95.30 
12. U.S. tax before credit 49.60 

13. Less foreign tax credit (143/550 x $95.30) 24.80 

14. U.S. tax after credit 24.80 
15. Cash return after U.S. tax 70.50 
16. Total return (Item 10 plus Item 15) $01.20 
Summary—Net Return to Parent Boe 
17. Total profits of subsidiary (Item 1) 550.00 
18. Taxes—foreign (Item 4) 143.00 

19. Taxes—U.S. (Item 9) 81.00 
20. Taxes—U.S. (Item 14) 24.80 248.80 
21. Net return ‘to parent $01.20 
by some reasonable apportionment ther credit is allowable must be de- 


the total 
cost to the parent of the services (for 


based on world-wide use of 
example, the salaries or wages of the 
the 
(for example, research and development 


individuals involved) or property 
expenses in developing a patent). 

b. Tax saving is based on the de- 
ductibility of a Section 902(d) royalty 
by the foreign subsidiary. Most foreign 
countries allow deductions for royalties 
but not for dividends. Whether the for- 
eign tax authorities would permit the 
deductibility of the royalty if it became 
aware of the Section 902(d) contractual 
arrangement is a question that must be 
explored in each case. Moreover, there 
may be a point at which any additional 
royalties will be treated as constructive 
dividends by the foreign tax authorities 
because of the failure to establish a rea- 
sonable relationship between the value 
of the services and property furnished 
and the amount paid therefor. 

c. Rev. Rul. 59-71 to the 
computation of tax credit with respect 
to the year that the Section 902(d) royal- 
ty is paid. It did not illustrate the com- 
putation of the foreign tax credit when 
the remaining foreign profits are brought 
home to the U. S. parent as dividends. 
The Service could take the position that 
the amount of dividend for which fur- 


is limited 


creased by the Section 902(d) royalty for 
which a deduction was allowed under 
foreign law and a foreign tax credit al- 
ready obtained. This would seem in- 
consistent with the ruling, since the 
total amount of distributions for which 
credit could then be taken would be 
less than the accumulated profits of the 
foreign subsidiary. 

d. Section 902(d)(3) and Section 1.902- 
2(a)(3) of the Regulations state that, in 
order to qualify, the royalties must be 
paid pursuant to a contractual arrange- 
ment providing that the foreign corpo- 
shall 


dividends in any calendar year in which 


ration neither declare nor pay 
a royalty is paid to the U. S. parent. 
The ruling points out that the lack of 
this provision would preclude the allow- 
902 credit with re- 
spect of the royalty in a year that a divi- 
dend was also paid but that the divi- 
dend would qualify for foreign tax 


credit. There is no indication that the 


ance of a Section 


payment of a dividend and a royalty in 
the same calendar year would affect the 
treatment of royalties in years that divi- 
dends were not also paid. It is possible 
that the Service will assert that, once 
a royalty and dividend are paid in the 
same calendar year, no royalty paid in 
any other year could qualify under Sec- 
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tion 902(d). Therefore, it might be 
prudent for the U. S. parent to draw 
down no royalties in any year it in- 
tends to take dividends. 

Corporate tax planners charged with 
the responsibility of bringing home for- 
eign tax cost should 
consider the opportunities for substan- 
tial tax savings available under Section 


profits at low 


January 1961 


902(d). Though Rev. Rul. 59-71 helped 
clear up some of the mystery surround- 
ing application of the section, there are 
still questions that remain unanswered. 
Despite these uncertainties, there ap- 
pears to be nothing in the Code or 
Regulations that would permit the IRS 
to attack the advantages obtainable by 
corporate taxpayers under the section. * 


Final Regulations for foreign subsidiaries 


eliminate many objectionable features 


T= TREASURY, in a remarkable burst 
of speed, issued final Regulations 
under the newly enacted Section 6038 
on November 29. As the result of hear- 
ings held in Washington on November 
17, these Regulations are much im- 
proved over the proposed Regulations 
published on October 28. The hearings 
attended, 


large number of representatives of busi- 


were unusually well and a 
ness and of the professions appeared 
and pointed out the need for numerous 
changes in the proposed Regulations. 
It is gratifying to observe that protests 
by those well experienced in the area 
of foreign business were heeded so care- 
fully and that practically every one of 
the necessary changes has been embodied 
in the Regulations as finally issued. 
One of the principal changes is the 
elimination of the proposed requirement 
of a list of all transactions between (a) 
the controlled foreign corporation or 
subsidiary and (b) any other controlled 
foreign corporation or subsidiary, the 
reporting U. S. corporation, and any 


holder of 10% or more of the value 


the stock of the latter. 
Instead, the final Regulations require 


of any class of 
only a summary of the total amount of 
each of certain specified types of trans- 
actions between (a) the controlled for- 
eign corporation or subsidiary and (b) 
the reporting U. S. corporation or any 
holder of 10% or more of its stock. 

The resulting elimination of the pro- 
posed requirement of reporting trans- 
actions between any foreign corpora- 
tions and of furnishing a list of every 
transaction of every type between every 
related party within the scope of Sec- 
tion 6038 permits the saving of the 
enormous amount of effort and expense 
that would have been required. 

Ihe types of transactions for which 
totals are required to be given in the 


by PAUL D. SEGHERS 


summary are: sales and purchases of 
stock in trade; purchases of depreciable 
property; compensation paid and _ re- 


ceived for technical, managerial, and 
like services; commissions paid and 
received; rents and royalties paid and 


received; amounts loaned and borrowed 
(“other than open accounts which arise 
and are collected in the ordinary course 
of business”); dividends paid and re- 
ceived; interest paid and received; and 
premiums received for insuarnce. 

If the reporting U. S. corporation is a 
bank, certain banking transactions on 
behalf of need not be in- 
cluded in the summary. 


customers 


Another material change is the com- 
plete elimination of the proposed re- 
quirement with respect to statements 
and reconciliations of accumulated 
profits of the controlled corporation or 
subsidiary. As it would have been ex- 
tremely difficult (and in some instances 
impossible) to comply with this require- 
ment and as the authority for it was 
questionable, this proposed requirement 
had aroused a storm of protest. 

The final Regulations provide that 
financial statements (expressed in U. S. 
dollars, showing rates of exchange used) 
are to be prepared “in conformity with 
generally accepted accounting princip!es 
and in such form and detail as is cus- 
tomary for the corporation’s accounting 
records.” This is a great improvement; 
need for it was stressed at the hearings. 

A number of other changes were made 
in the final Regulations in response to 
objections raised at the hearings. An 
outstanding example is the new, and 
proper, provision that an omission of 
or error with respect to some of the re- 
quired financial information, if  in- 
advertent or for reasonable cause, shall 
not constitute a failure subject to pen- 
alty. This provision was needed to miti- 








gate the harsh provisions for automatic 
penalties under Section 6038, which 
might otherwise have been mandatory, 
regardless of the significance of or rea- 
son for any omission of such informa- 
tion in the filing of Form 2952. 

On the other hand, another provision 
has been added in the final Regulations, 
pointing out that the information “‘re- 
quired by section 6038 of the Code 
[Note: This should read: “required by 
these Regulations’”] must be furnished, 
even if there are no foreign taxes that 
would be subject to reduction under 
this section.” This order is backed up by 
the warning: “For criminal penalties for 
failure to file a return and filing a 
false or fraudulent return, see sections 
7203, 7206 and 7207 of the Code.” 

The final Regulations also point out 
that the 10% reduction in foreign taxes 
under Section 6038 is with respect to all 
foreign income taxes and not merely 
those paid by the foreign corporation 
with respect to which there has been a 
failure to file required information. 


Protests at hearing 


Proposed Regulations were published 
on October 28, 1960, and raised a storm 
of protest. At the public hearings, held 
by the Service in Washington on No- 
vember 17, representatives of many large 
companies as well as business and pro- 
fessional societies appeared, with num- 
erous observers present. The volume and 
warmth of the objections to various pro- 
visions of these proposed Regulations 
were principally: 

1. The harsh automatic penalty for 
any failure to furnish every bit of the 
required information 

2. The tremendous volume of the in- 
formation required to be filed, result- 
ing in great trouble and expense. 

Many of those who testified at the 
hearings objected to the promulgation 
of Regulations without affording any 
opportunity to study the 
disclosed Form 2952 that would have 
to be filed. They pointed out that, in 
connection with the hearings two years 


as-yet un- 


ago on proposed Regulations requiring 
ihe filing of Form 2555, an opportunity 
was given to study that form, and re- 
sulting suggestions were adopted before 
the Regulations became effective. It was 
urged that the presently proposed Regu- 
lations should not be issued until after 
the proposed Form 2952 has been made 
available for study. This, however, has 
not been done. 

Another basic objection was to the 





m¢ 
fre 
de 
tic 
by 
its 
29 


tic 





matic 
which 
atory, 
r rea 


Orma- 


vision 
tions, 
1 “re 
Code 
ed by 
ished, 
; that 
unde 
up by 
es for 
ing a 


ctions 


it out 
taxes 
to all 
1erely 
ration 
een a 


l. 


lished 
storm 
held 
l No 
large 
pro 
num 
e and 
S pro 


itions 


y tor 


of the 


he in 


result 


t the 
ration 
y any 
tf oun 

have 
at, in 
years 
uiring 
tunity 

id ré 

ye fore 
[t was 

Regu 

afte 
made 


r, has 


o the 





proposed requirement that a tremendous 
mass of detailed accounting information 
be filed rather than submitted at the 
time of examination of the U. S. corpo- 
ration’s return. This objection likewise 
was in vain. 

The new Section 6038 merely au- 
thorizes and does not require the Regu- 
lations to require the taxpayer (U. S. 
corporation) to furnish (note: not file) 
the information described therein, at 
such time and in such manner as may 
be prescribed. Hence, many of those 
who testified recommended that Form 
2952 require opening and closing bal- 
ance sheets and profit and loss state- 
ments prepared in the usual manner 
from the corporation’s books, the other 
detailed accounting information men- 
tioned in Section 6038 to be furnished 
by the taxpayer corporation at the time 
its income tax return (including Form 
2952) is examined. This recommenda- 
tion was not specifically adopted. 

All who appeared were unanimous 
in stating that to file all the informa- 
tion called for by the proposed Regula- 
tions would place an intolerably heavy 
burden on U. S. corporations actively 
engaged in business outside the United 
States through foreign corporations. 
Overwhelmingly strong testimony, based 
upon personal experience and knowl- 
edge, was given by representatives of, 
among others, W. R. Grace & Co. and 
Price Waterhouse & Co. as to the re- 
sulting requirements 
would entail. Many others testified to 
the same effect. 


hardship _ these 


A separate return on Form 2952 will, 
under the Regulations, have to be filed 
by every U. S. corporation (with its own 
income tax return) for each controlled 
foreign corporation or controlled for- 
eign subsidiary. (For this purpose, a 
controlled foreign corporation is a for- 
eign corporation in which the U. S. 
corporation owns more than 50% of its 
outstanding voting capital stock, and a 
controlled foreign subsidiary is a foreign 
corporation in which a controlled for- 
eign corporation owns more than 50% 
of its outstanding voting capital stock.) 


Objections to “list transactions” 

The greatest opposition was excited 
by the provision originally proposed in 
Regs. Section 1.6038-1(e)(8) that would 
have required the inclusion in Form 
2952 of: 

“A list of transactions, itemized as to 
and amount, and the 

.” between the U. S. 


type, number, 


parties thereto . 


corporation, controlled foreign corpo- 
rations and subsidiaries, and certain 
U. S. stockholders. 

It was strongly urged at the hearings 
that any listing of (or even counting 
the number of) such transactions would 
be extremely costly and difficult (and, 
in many instances, practically impos- 
sible), resulting in buiky returns and 
an enormous volume of data that the 
Service could not analyze or utilize. 

The testimony made abundantly clear 
how impossible it would be for many 
U. S. corporations to comply fully with 
this requirement. Some urged that only 
a rescription of types of such trans- 
actions be required to be included in 
Form 2952, in view of the fact that the 
IRS had the power to obtain all neces- 
sary information at the time of examina- 
tion of the U. S. taxpayer-corporation’s 
return. 

The proposed provisions, now elimi- 
nated, regarding “accumulated profits” 
came in for much criticism. It was urged 
that no determination or reporting 
should be required regarding ‘“‘accumu- 
lated profits” for years prior to the first 
accounting period for which Section 
6038 requires information to be fur- 
nished. This was argued on both prac- 
tical and legal grounds, the latter being 
the provision in Section 6438(a)(3) that 
no information may be required for any 
period beginning prior to the effective 
date of the Regulations requiring such 
information. 

Opposition likewise was raised to the 
proposed requirement of a reconciliation 
of “accumulated profits as defined in sec- 
tion 902(c),” for the year covered by the 
Form 2952. This was dropped. 

There was relatively little discussion 
of the proposed requirements as to re- 
porting (in Form 2952) the corpora- 
tion’s income and expenses, except to 
indicate the difficulties of determining 
such income and expenses under our In- 
ternal Revenue Code, and to urge that 
in Form of 2952 itself the information 
be given in the manner in which state- 
ments were customarily prepared from 
the corporation’s books. This recom- 
mendation was adopted by the Service. 

Section 6038 specifically provides for 
a penalty in case of any failure to fur- 
nish any of the information called for 
by the Regulations. This penalty takes 
the form of a reduction of 10% in the 
amount of all foreign taxes (for the tax- 
able year) “deemed paid” for the pur- 
pose of the foreign tax credit otherwise 
applicable under Section 902, plus a 
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[Paul D. Seghers is a member of the 
New York Bar and a CPA. He is senior 
partner of the New York City law firm 
of Seghers, Reinhart & McCall. He is 
author of books and many 
articles on tax subjects, especially in the 
field of taxation of business abroad.] 


several 





further reduction of 5% for each 90 
days of failure to furnish any such miss- 
ing information after due notice of such 
failure. The statutory language in re- 
gard to the determination of the amount 
of this penalty is somewhat ambiguous, 
but the Regulations accord with the 
foregoing. 

The specific penalty under the new 
Section 6038 is in addition to the penal- 
ties specifically provided in Section 
7203 for failure to file returns “required 
by law or regulations.” This is stressed 
in the new Regulations. 

Inasmuch as the hearing had to do 
only with the provisions of the Regula- 
tions authorized by Section 6038 and 
not with the merits or defects of the 
law itself, there was little discussion of 
these penalty provisions at the hearings. 
The use of examples as a means of 
clarification in the Regulations was sug- 
gested. But this was not done. 

Underlying all the objections raised 
at the hearings was the recognition of 
the significance of the harsh, automatic 
penalty provided in Section 6038 for 
any failure to furnish any of the in- 
formation at the time and in the man- 
ner prescribed in the Regulations. This 
has been partially softened in the final 
Regulations. 

It was pointed out at the hearings 
that, in the Service has 
taken the position, supported by the 
courts, that, whatever the hardship or 
even inequity, it has no discretion to 
waive a penalty called for by the law. 
Because of this, it was urged that the 
Regulations should call for no more 
than the Internal Revenue Service be- 
lieves to be essential, and in no event 
to require more than could reasonably 
be expected of any U. S. corporation 
subject to provisions of Section 6038. 

It is clear that the Internal Revenue 
Service was favorably impressed by the 
testimony, and prepared 
Statements presented at the November 
17 hearings on the proposed Regula- 
tions under Section 6038 and is to be 
congratulated on taking a broad-minded, 
practical approach to the problems in- 
herent in its administration of this new 
provision of the Code. * 
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Careful handling of family allowances 


and renunciations can save taxes 


by HARLAN F. HARMSEN 


Early in the probate of an estate, consideration should be given to the possibility 


that the usually routine matter of a widow’s or family allowance can be handled 


in such a way as to reduce over-all tax. Renunciations, sometimes the source 


of important savings, also should have high priority. Mr. Harmsen warns of 


the need for attention to state law and probate court procedure; he notes the 


conflicts in some recent cases and the possibility of changes in the Code. 


tee ALLOWANCES, like renuncia- 
tions, have the effect of distributing 
the assets of an estate in ways other 
than as provided in the will or by the 
laws of intestacy; they obviously affect 
the estate tax 
change state inheritance taxes too. Re- 
nunciations have the practical effect of 


Federal and sometimes 


a gift but without a gift tax. 

Income tax aspects are important and 
clearer than some estate tax aspects of 
family allowances, i.e., amounts re- 
quired by a court order to be paid by 
the decedent’s widow or 
other dependent for a limited period 
during the administration of the estate. 


These payments are not deductible in 


an estate to 


computing the estate’s income tax! ex- 
cept to the extent payable out of in- 
come under the court order. When not 
paid out of income, the payments are 
not taxable to the recipient.? 

If it appears desirable for all con- 
cerned to tax the family allowance to 
the widow and allow it as a deduction 
to the estate, the order making the al- 
lowance should provide that it be pay- 
If the 
silent, as is normally the case, then the 


able out of income. order is 
widow will not be taxed on the pay- 
ments regardless of the amount of in- 
come in the estate. 

This choice is an additional election 
that should be considered along with 
the choice of taxable years and where 





Note: The Second of Addis Hull III’s articles 
on stock-purchase agreements will appear here 
next month.—Ed. 


to claim the deduction for administra- 
tion expenses for maximum tax saving 
for the estate and widow. 

A related problem of considerable im- 
portance is whether amounts paid to a 
surviving spouse qualify for the marital 
deduction and, if so, how much is de- 
ductible. 

The Regulations apparently concede 
that such payments are property that 
passes to the surviving spouse.3 The trou- 
blesome question, however, is whether 
such payments are a terminable interest 
under Section 205(b). The Regulations 
terminable interest 
rule state that, if the surviving spouse is 
the sole beneficiary of the estate, then 
the payment constitutes a deductible in- 
terest; but if the decedent bequeathed, 
only one-third of the 
residue to his surviving spouse, then 
only one-third is deductible.4 Rev. Rul. 
56-26 adds that the family allowance 
will qualify to the extent the estate 
goes to the surviving spouse by in- 
testacy.5 In other words, if the surviving 
spouse would have received it without 
the family allowance, it qualifies to that 
extent. 


dealing with the 


for example, 


There is no problem if the surviving 
spouse is entitled to one-half or more 
of the estate, since the marital deduc- 
tion is limited to one-half of the ad- 
justed gross estate.6 Whenever the sur- 
viving spouse is entitled to less than 
one-half of the estate, it would be ad- 
vantageous to include family allowance 
payments in the marital deduction. 


The Tax Court in the Cunha 
involving a California decedent decided 
under the 1939 Code held in accord- 
ance with the present Regulations.?7 The 
court held that approximately 40% of 
the family allowance was deductible, 
since only 40% of the estate was left 
to the widow. The court reviewed Cali- 
fornia law holding that the family al- 
lowance will terminate on death or re- 
marriage and that it was, therefore, a 
terminable interest and that it would be 
improper to wait and see how much 
was actually paid during administration 
because the amount of the marital de- 
duction should be susceptible of de- 
termination as of date of death. 


case 


The ‘se8 decided under the 
1954 «+  - involved a Nebraska statute 


(similar to the California statute) and 
held that the full amount of family al- 
lowance paid qualified for the marital 
deduction even though the residue was 
left to charity and the surviving spouse 
and daughter received only bequests. 
In this case the court reviewed the de- 
cisions under the 1939 Code and de- 
cided to re-examine the question in 
light of the 1954 Code and the legis- 
lative history behind it. The Nebraska 
law provided for the termination of 
the allowance at the end of one year 
settlement of the estate and 
also possibly upon death or remarriage. 
The court reasoned that what was actu- 
ally paid to the widow was hers and 
that, since this property was not avail- 
able to pass from the decedent to a 
person other than the surviving spouse, 
to the extent the surviving spouse re- 


or upon 


ceived the allowance it qualified for 
the marital deduction. The case applied 
a hindsight test to see how much was 
actually paid to the surviving spouse. 
Thus a conflict appears to exist between 
cases involving the California statute 
and a similar statute of another state. 
Because of the existing uncertainty 
and necessity of litigation in each state, 
two bills were introduced into Congress 
in 1960, each of which provided that 
family allowance paid within 15 months 
of the decedent’s death to the surviving 
spouse will qualify for the marital de- 
duction.® Both failed of passage. 
Renunciation of a bequest is some- 
times highly desirable, particularly if 
there will be no gift tax involved. The 
question of gift tax depends on whether 
title to the property ever vested in the 
person renouncing, and the problem is 
significant in dealing with bequests of 
real property. The Regulations,!° based 
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{Harlan F. Harmsen is a CPA and a 
member of the California Bar. He is a 
partner in the San Diego law firm of 
Driscoll, Woolley, Harmsen & Wilkins. 
This article is adapted from a talk he 
gave recently at the tax forums spon- 
sored by the Title Insurance and Trust 
Company of Los Angeles.] 





on two court decisions, provide that, if 
land is devised to one person in a will, 
leaving the residue of the estate to an- 
other person, and the devisee renounces, 
there is no gift by him to the taker of 
the residue if under local law the title 
to the property never vested in the 
devisee.11 

On the other hand, if an’ .¢ir at 
law refuses to accept real proj “ty that 
then goes to another heir at law, a 
gift results if under local law title 
vested in the first heir despite his re- 
nunciation.12 

These Regulations also require the 
renunciation within a reasonable time 
after knowledge of the existence of the 
inheritance. 

California law, for example, appears 
to be well settled that an heir at law 
cannot prevent the passage of title to 
him by later renunciation or disclaimer, 
but a legatee or devisee under a will 
may renounce, and the renunciation re- 
lates back so that title never vested in 
him.18 

A recent Tax Court case involving 
a California decedent points up the 
problems in applying the rules. The 
husband under his 
wife’s will renounced all rights under 
the will intestate suc- 
cession at the time the petition for 
probate was filed. The Tax Court held 
that he had made taxable gifts to his 
children, even though the renunciation 
under the will was effective, because 
title nevertheless vested the community 
property in him under Probate Code 
300 and the laws of intestate 
succession.!14 A legatee renouncing will, 
therefore, be subject to gift tax to the 
extent he would take as an heir at law. 

A renunciation of a life estate in a 
testamentary trust under California law 


as sole beneficiary 


or the laws of 


Section 


1 Reg. 1.661 (a)-2(e). 

2 IRC Section 662. 

® Reg. 20.2056 (e)-2(a). 

‘Reg. 20.20&6(b)-1(¢) Framole 8. 

5 Rev. Rul. 56-26, 1956-1 CB 447. 

® IRC Section 2056 (c). 

7 Cunha Estate, 30 TC 812 (1958). 

8 Quivey, 176 F.Supp. 433 (DC Neb. 1959). This 
case is now on appeal to the Eighth Circuit 
Court of Appeals. 

® H.R. 10591, Section 60; H.R. 2573. 

10 Reg. 25.2511-1(c). 


would apparently not create a taxable 
gift. For example, if the decedent left 
the residue in trust, giving the surviving 
spouse a life estate and remainder to 
their children, no gift should result from 
a renunciation by the surviving spouse. 
The remainder interest cannot be ac- 
celerated under Civil Code Section 780, 
and the income would go to the chil- 
dren under Civil Code Section 733 for 
the life of the surviving spouse. It there- 
fore appears that the renunciation of 
the life estate does not cause it to go 
to the donor under the laws of intestacy 
so that no taxable gift would result.15 

Since the gift tax aspects of such a 
renunciation have not been litigated, it 
would be desirable for the final decree 
of distribution to be worded in such a 
manner to make it clear that the life 
estate renounced does not go by the 
law of intestate succession and to pro- 
vide who should receive the income 
for the life of the life tenant. 

Because of the possible different tax 
treatment depending on local law, a 
bill was introduced into Congress last 
that would exempt all dis- 
claimers and renunciations from gift 
tax if they are effective under local 
law.16 It failed of passage. 


session 


Marital deduction 

From these gift tax rules it would 
seem that, if a surviving spouse re- 
ceived title to property under local law 
and thus incurred Federal gift tax upon 
renunciation, the property should still 
qualify for the marital deduction in 
spite of the renunciation, assuming it 
would otherwise qualify. The Regula- 
tions, however, take the position that 
the property subject to the disclaimer 
will be considered as having passed to 
the person receiving the property as a 
result of the disclaimer so that no mari- 
tal deduction would be available.17 

The same Regulations further pro- 
vide that, if another person disclaims 
so that surviving spouse receives addi- 
tional property, it is not considered as 
having passed to the surviving spouse 
so that no marital deduction 
able on such property. 


is avail- 


11 Reg. 
1933). 
12 Reg. 25.2511-1(c); 
(CA-8, 1952). 

18 Meyer Estate, 107 Cal. App. 2d 799 (2nd Dist. 
1951). Patmore Estate, 141 Cal. App. 2d 416 (2nd 
Dist. 1956); Arms Estate, 186 Cal. 554 (1921). Le- 
franc Estate, 38 Cal. 2d 289 (1952). 

4 Maxwell, 17 TC 1589 (1952). 

15 Lefranc Estate, 38 Cal. 2d 289 (1952). 

16 H.R. 10591, Section 59. 

17 Reg. 20.2056 (d)-1(a). 


25.2511-1(c); Brown, 63 F.2d 914 (CA-6, 


Hardenberg, 198 F.2d 63 
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The income and death tax aspects 
of a family allowance should be con- 
sidered early in the administration of 
an estate to achieve any available sav- 
ings consistent with the other objectives 
of the estate and beneficiaries. 

Likewise, the gift tax consequences 
of a renunciation or disclaimer should 
be carefully studied as soon as possible 
because the renunciation must be with- 
in a reasonable time to be effective to 
avoid any gift tax in an appropriate 
situation. The real objectives of a re- 
nunciation may be to save income, 
estate, and gift taxes in later years, and 
the opportunity of “tax-free” gifts 
should not be overlooked. w 





New decisions 


Oregon widow’s allowance does 


not 
qualify for marital deduction. After 
noting that the Oregon statute made 


the widow's allowance 
contingent upon a number of factors, 
including the income she might receive 
from her separate property. the court 
holds that the payment of $12,000 allow- 
ance to decedent’s widow did not qualify 
for the 


payment of a 


The court 
also points out that under Oregon law 
the widow’s right to a support allowance 
is a personal privilege limited by statu- 
tory conditions precedent, not a vested 
interest in property. Reed Estate (U. S. 
National Bank of Portland, Ex.), DC 
Ore., 9/30/60. 


marital deduction. 


Retained right to income includable in 
estate. In 1953 decedent established an 
irrevocable trust that provided that in- 
come was to be accumulated and added 
to principal until 1959, and thereafter 
decedent was to be paid $100 a month 
from income or from principal, if neces- 
sary, for his life. In addition, the trustee 
was authorized to expand portions of the 
net income for the benefit of the settlor 
as the trustee might deem necessary in 
the event of his illness or other emer- 
gency, not to exceed a total of $5,000 
during his lifetime. He died in 1956 
without having received any payment 
from the It was held that the 
amount includable in decedent’s gross 


trust. 


estate would be the amount required to 
yield $100 per month to commence in 
1959, such value to be computed by the 
use of the proper actuarial and mathe- 
matical tables computed on a basic 3.5%, 
the discretionary au- 
thority to pay $5,000, the amount in- 


return. As to 





SS 0 


The Journal of Taxation 


determined to be that 
percentage of $5,000 as would equal the 


percentage of the non-taxable portion 


cludable was 


of the corpus of the trust. Reed Estate 
(U. S. National Bank of Portland, Ex.) 
DC Ore., 9/30/60. 


Providence Art Club is 
The 
charitable 


Bequest to 


charitable. Commissioner dis- 


allowed a deduction for a 
bequest to the Providence Art Club on 
the ground that it was not “organized 
and operated exclusively for edu- 
the 


inasmuch as 


cational purposes, including en- 


couragement of art... .” 
it operated a dining room and, at times, 
rented some of its facilities to other 
organizations for their meetings. After 
noting that the club had been incorpo- 
rated in 1880 “for art culture,” had held 
regular art exhibits for many years, con- 
ducted art classes, sponsored lectures on 
the 


prominent activities of the club had 


art and cultural matters, and 
been devoted to encouraging the de- 
velopment of the skills and talents of 
artists, the district court holds that the 
bequest qualified for the deduction. 
The court pointed out that the term 
“exclusively” as used in Section 2055(a) 
(2) is given a connotation differing from 
the meaning of that term as ordinarily 
used, and activities that are minor and 
not substantial do not disqualify chari- 
table and educational corporations from 
the benefit of the exclusion. Jndustrial 
National Bank of Providence, DC R. I., 


9/20/60. 


Village land of Osage Indian purchased 
with restricted funds not subject to 
estate tax. Decedent, an Osage Indian, 
in addition to his homestead allotment, 
held title 
certain village lands purchased with re- 


to an undivided interest in 
stricted funds under the supervision and 
control of the Secretary of the Interior, 
and his property interest was also sub- 
ject to such supervision and control. ‘The 
property in question had been acquired 
pursuant to the Act of June 20, 1936, 
as amended by Act of May 19, 1937, 
which permitted an Osage Indian to 
acquire, as tax-exempt, a limited amount 
of land in addition to his homestead 
allotment. The district court holds that 
the provisions of the Act of 1936, as 
amended, 


land from 


being includable in the decedent’s gross 


prevented such 
estate. It is to be treated as tax-exempt 
in the manner as the homestead 
under the Indian 


1906. The court de- 


Same 
allotment, exempt 


Allotment Act of 


January 1961 


clares that the Federal statutory exemp- 
tion remained applicable, even though 
the Federal estate tax is an excise tax 
imposed upon a transfer of property 
rather than upon the property itself, 
and refuses to follow Revenue Ruling 
55-418, which set forth the Internal Rev- 
enue Service’s position that, if an Indian 
is possessed of a tax-exempt allotment 
under the Indian Allotment Act of 1906, 
then a tract of land designated tax-ex- 
empt under the Act of 1936, as amend- 
ed, is includable in his gross estate. 
Daniels, ND Okla., 8/31/60. 


Stock dividend included in gross estate. 
Between the date of decedent's death 
and one year after the death the estate 
received a stock dividend of 800 shares 
of Sun Oil Company shares on the 10,- 
000 shares owned by the estate. The 
Third Circuit held that the additional 
800 shares are includable in decedent's 
gross estate inasmuch as the executor 
elected the optional valuation date, one 
year date of death. The court 
pointed out that a true stock dividend 
of proportional amounts of common 
stock distributed to all common stock- 
holders is not new property of the estate 
but rather a fractionalizing of existing 


after 


stock ownership, reflecting merely an 
appreciation in the value of the old 
stock. Schlosser, cert. den., 10/10/69. 


Power given trustees to provide for 
support of daughter disqualifies trust 
for marital deduction. The widow was 
entitled to the entire net income from 
the trust created under her husband's 
will and, in addition, she had a power 
to appoint the trust corpus. The trustees, 
the widow, and her son were authorized 
to expend corpus for the support and 
education of her daughter, and as a re- 
sult the marital deduction 
allowed, the Commissioner asserting 
that the trust corpus was subject to a 
power given the trustees to invade for 
the benefit of someone other than the 
widow. The Tax Court agrees with the 
Commissioner. The power was broad 
enough to permit diversion of portions 
of the trust corpus away from the widow 
by distribution to the daughter. Good- 
man, TCM 1960-173. 


was dis- 


Deduction denied for bequest to League 
of Women Voters. Decedent bequeathed 
the residue of her estate to the League 
of Women The Commissioner 
declined to allow a charitable deduction 


for the bequest, and, in a suit for re- 


Voters. 


fund brought by the League, the Court 
of Claims concluded that the Commis- 
sioner was right in disallowing the de- 
duction. In reaching its conclusion, the 
court stated that the time spent by the 
members of the League deliberating and 
discussing what position, if any, should 
be taken on questions of public interest 
is for the purpose of presenting a united 
front to legislative bodies in order to 
induce action or inaction. When agree- 
ment is reached on a national scale 
and the League’s convention states the 
League’s program, the court Says that 
“the action of all of the women of the 
League from that time forward is taken 
for the purpose of influencing legisla- 
tion.” Inasmuch as the court finds that 
a substantial part of the activities of 
the League involved “attempting to in- 
fluence legislation,” the bequest could 
not qualify for the charitable deduc- 
tion. Two judges dissented on the theory 
the the principal of the 
League is educational and that only a 
small part of its activities are devoted 
to influencing legislation which would 
benefit the organization or its integral 
chapters. League of 
cert. den., 10/10/60. 


function 


Women Voters, 


Bequests to bar associations qualify for 
estate tax charitable deduction. Dece- 
dent (William Nelson Cromwell) be- 
queathed portions of his estate to the 
New York County Lawyers Association, 
the Association of the Bar of the City 
of New York, and the New York State 
Bar Association. The executors claimed 
that the recipient organizations were 
“charitable, scientific, literary or edu- 
cational” within the meaning of Section 
812(d) of the 1939 Code and that the 
estate was entitled to deductions for the 
bequests. The Second Circuit agreed 
with the executors, holding that the 
the bar 
predominantly educational and chari- 
table. Regulation of the unauthorized 
practice of the law, disciplining of the 


activities of associations were 


profession, and improving court pro- 
cedure and endorsement of judicial 
candidates were said to clearly consti- 
tute public services. Activities concern- 
ing legislation were designed primarily 
to improve court procedure or to clarify 
some technical matter of substantive law 
and not for the economic aggrandize- 
ment of a particular group. The court 
also ruled (1) that fees paid to attorneys 
representing legatees were deductible 
as administration expenses where they 


had resulted from proceedings brought 
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by the estate to construe the will, and 
(2) that the amount of the charitable de- 
duction had to be reduced by that part 
of the tax which is payable out of the 
charitable bequests even though “an 
endless chain of computation and _ re- 
computation (compressed by the Com- 
missioner into one algebraic formula)” 
was required. Cromwell Estate (Dulles, 
Ex.,) cert. den., 10/10/60. 


Transfer was made before 1931; prop- 
erty was not included in estate. [Non-ac- 
quiescence] Decedent created an irrevo- 
cable trust in 1930 providing for income 
to his wife for life, then to himself for 
his life. He retained a power to make 
any change “with respect to the distri- 





*Entire depletion allowed to trustees 
because corpus was to be preserved. A 
1923 will created a trust of shares of 
a farming corporation that, about 19 
interest in 
oil-producing lands leased to Standard 


years later, distributed an 
Oil Company of California. Until the 
death in 1945 of the widow, the primary 
income beneficiary, all royalties were 
distributed to her. Thereafter, the net 
royalties were distributed to the suc- 
The 


trustees claimed no depletion on the 


ceeding income beneficiaries. 
royalties prior to November 1, 1951, 
but after that date, the trustees took a 
27.5% depletion allowance on_ the 
royalties so retained. 

\round June of 1948, the trustees en- 
tered into an agreement for the de- 
velopment of other oil and gas prop- 
erty. They asked a California court for 
instructions as to the distributions of the 
royalties under both the new agreement 
old Standard Oil lease. The 
court instructed the trustees to allocate 
and to re- 


tain the rest. The portion thus allocated 


and the 


72.5% to the beneficiaries 
to the trustees was referred to in the 
decree as retained royalties. It was fur- 
ther ordered that all such retained royal- 
ties should be invested, the income 
therefrom to be currently distributed to 
the income beneficiaries. The retained 
royalties were to “be treated in all re- 
spects” as if they were part of the 
property distributed to the trustees by 
the decree of final distribution of the 
decedent’s estate. 

In the fiduciary returns for 1952 and 
1953, the trustees claimed depletion on 


the royalties they had retained; the 


New decisions: income taxation of trusts 


butions of principal and income” but 
such power was only exercisable with 
the consent of his wife. In 1944 he re- 
linquished his right to amend the trust. 
The Commissioner claimed that the 
transfer should be treated as one made 
in 1944 rather than in 1930 and in- 
cluded the value of the trust in dece- 
dent’s gross estate. The Tax Court held, 
however, that the transfer in trust oc- 
curred in 1930 rather than in 1944, when 
decedent released his power to amend 
the trust; the value of the trust prop- 
erty was not includable in decedent's 
gross estate because not until 1931 were 
such transfers includable in the trans- 
feror’s estate. Ridgway, 33 TC 1000, 
non-acq., IRB 1960-45. 


beneficiaries deducted depletion on the 
royalties distributed to them. The Com- 
missioner determined that the income 
beneficiaries were not entitled to deple- 
tion and that the trustees should have 
taken credit for all of it. 

This court says that the will required 
the trustees to preserve corpus by rea- 
the fact that the 
authorized to distribute 
issues, profits and income.”” Whether the 


son of trustees were 


only “rents, 
testator intended to include all oil well 
royalties under “income” as that term 
is used in the will was settled by the 
state court, which instructed the trustees 
to distribute 72.5% of the royalties to 
the beneficiaries and to allocate 27.5% 
to themselves as retained royalties. No 
reasons were given in the decree for di- 
recting this allocation, but, according 
to this court, the conclusion is inescap- 
that the trustees were ordered to 
on the theory that 
the testator intended this portion of the 


able 


retain the 27.5% 


royalties to represent a return of capital. 
Therefore, this court feels bound by the 
state court determination. 

The 
that a will requiring the trustees to con- 


Commissioner also contended 
serve corpus evidences an intention that 
the depletion allowance be granted in 
full to the trustees. In support of this 
contention, the Commissioner cited his 
own administrative Regulations, legisla- 
tive history, and Netcher. The Regula- 
tions under the 1939 Code relating to 
depreciation state that if the instrument 
provides that the trustee, in determin- 
ing the distributable income, shall make 
due allowance for keeping the trust 
corpus intact by retaining a reasonable 
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amount of current income for that pur- 
pose, the allowable deduction will be 
granted in full to the trustee. The Regu- 
lations further provided that the prin- 
ciples governing apportionment of de- 
preciation are also applicable to deple- 
tion. Giving effect to these Regulations, 
this court holds that the pertinent pro- 
visions of the will require the trustees to 
take all of the depletion allowance. 
Finally, this court distinguishes its 
earlier decision in Little (274 F.2d 718), 
where the will did not require the 
trustees to retain part of the royalties 
as return of corpus. There the depletion 
allowance was divided between trustees 
and The fact that the 
trustees in Little voluntarily withheld 
some royalty as return of capital could 
not give rise to the inference that the 
testator intended the trustees to take 
credit for all the depletion allowance. 
The Little will did not require the 
trustees to retain part of the royalties 
as return of capital; it gave the trustees 
complete discretion in 
Upton, CA-9, 9/27/60. 


beneficiaries. 


this regard. 


Trust found to be a valid partner. The 
partners made gifts of an interest in the 
partnership to a trustee. The Commis- 
sioner sought to attribute the income 
allocated to the trust to the two part- 
ners and to tax the partners, rather than 
the trust, on the income from that por- 
tion of the partnership income. This 
court finds that capital was a primary 
and principal income-producing factor 
in the partnership and, further, that 
during the years in question, no portion 
of the income allocable to the trust was 
ever used directly or indirectly for the 
support, maintenance, or education of 
the children who were the beneficiaries 
of the trust. Thus, this court recognizes 
the validity of the trust as a partner and 
holds that the Commissioner erred in 
attributing the partnership income of 
the trust to the two partners. Cooper, 
DC Wash., 10/18/60. 


Remainderman may amortize purchase 
cost of life interests. Taxpayer, remain- 
derman in a trust, purchased all the 
outstanding life interests. Under state 
and he be- 
came the direct owner of the trust prop- 
The held that the 
cost of acquiring the income rights may 


law the trust terminated 


erties. Tax Court 
be recovered through amortization over 
the term of the life expectancies of the 
income beneficiaries. This court affirms 
without opinion. Fry, CA-6, 10/18/60. 
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How the CPA, as tax advisor, weighs 


IRS position, case law, and client need 


by HORACE J. LITTLEFIELD 


The CPA as tax advisor must tell his client the best way to handle a trans- 


action with difficult tax aspects in the light of the client’s desire to avoid con- 


troversy (or willingness to pursue it) and the level at which settlement is likely 


to ve effected: with the examining agent, high 


‘in the IRS, or in court. In this 


summary of the basic factors involved, Mr. Littlefield reviews the procedures prac- 


ticing CPAs have found helpful in researching tax questions and evaluates the 


suurces of tax law in the light of the powers of the person before whom the 


CPA will be defending the position the taxpayer takes. 


pee FOR HouR, the accountant prob- 
ably gets his greatest return from 
the time he devotes to tax work. Con- 
sistently good tax advice, more than any 
other factor, makes for satisfied clients 
and liberal fees. On the other hand, 
unwise, insufficient, or belated tax advice 
can be disastrous. Most accountants can- 
not spend all the time they would like 
in keeping up with tax developments 
and researching tax questions, so they 
must make the best possible use of the 
time they have available. 

What the best 
possible utilization of his available time? 
He should develop a technique that 
can be applied to each new tax problem 
as it arises. If he has developed yard- 
sticks for the evaluation of the various 
materials from which tax conclusions are 
drawn, he is far more likely to come to 
a sound decision when faced with a 


can he do to assure 


new tax problem. 

The value to be placed on the various 
source materials (such as Code, Regu- 
lations, rulings, court decisions, and the 
like) that enter into a tax decision may 
differ greatly, depending upon the na- 
ture of the problem and client involved. 

There are three principal areas in 
which tax decisions have to be made. 
These are: 

1. Tax planning. Here, the probable 
tax effect of a proposed action or ac- 
tions is to be considered. No irrevocable 


steps have yet been taken; a free choice 
of action still exists. The accountant’s 
opinion will be a determining factor in 
whether or not the client commits him- 
self to a course of action. If the ac- 
countant is wrong, the tax consequences 
may be serious, even disastrous. In such 
a situation, the accountant must have 
the greatest confidence in his evalu- 
ation of his source material. 

2. Preparation of tax returns. Here, 
the various transactions that will enter 
into the return have been completed 
and are irrevocable, but there is still a 
free choice as to their tax treatment 
on the return. In these situations, the 
pressure on the accountant is somewhat 
less than in the tax planning stage; 
nevertheless, a wrong choice as to the 
tax treatment of certain items may still 
have serious consequences. It may be 
important, too, at this stage to distin- 
guish between the probable tax effect at 
the examination or conference level and 
the tax effect if the issues were carried 
to a court decision. The client may be 
reluctant to take the issues beyond the 
Departmental level. 

3. Tax examination. Here, both the 
and their tax treatment 
have been frozen into the return. There 
is no remaining choice of action or 
treatment; the only concern is the de- 
fense of choices already made. In these 
situations, the evaluation of source ma- 


transactions 


terials is less important. The purpose 
now is merely to marshal as much ma- 
terial as possible which will have evi- 
dential value in support of the tax 
treatment on the return. 


Client’s attitude 


Another important consideration af- 
fecting evaluation is the character of 
the client involved in the tax problem. 
Some clients, litigious by nature, would 
like nothing better than to fight their 
way to Washington in a series of court 
battles; other clients are embarrassed if 
an examining agent so much as inquires 
about a $100 expense deduction. With 
a client of the latter type, who would 
never consider carrying a case to court, 
evidence that might convince a Tax 
Court judge would be of little value 
unless it would also be accepted by an 
Agent or conferee. 


The law 


If the accountant can read his an- 
swer clearly and unmistakably from the 
Code itself, he need look no further. 
Unfortunately, this is seldom the case 
and some other source must be found 
to amplify the meaning of the Code. 

The most immediate source is the 
Committee Reports. These reports, 
which are intended to explain to the 
Senate and House of Representatives 
the intent behind the various provisions 
in the Internal Revenue Code, are use- 
ful to the accountant for the same pur- 
pose. In the case of new legislation they 
are for a time, until Regulations are 
issued, the only additional source of 
information and interpretation. In dis- 
cussions with an examining agent or in 
conferences at the Departmental level, 
they would carry some evidential weight, 
but any apparent conflict between com- 
mittee report and the Commissioner's 
Regulations would be resolved at that 
level in favor of the Regulations, be- 
cause Department personnel are bound 
by the Regulations. Committee reports 
are given weight by the courts and are 
most commonly resorted to when there 
are no applicable court decisions to 
serve as a precedent. 


Regulations 


The next important source of tax in- 
formation is the Regulations. Without 
the Regulations, it would be almost im- 
possible even to make out the simplest 
tax return, because the tax return in- 
struction sheet itself is essentially a di- 
gest of the applicable Regulations. The 
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Regulations, therefore, are an important 
element in most tax decisions. 

From the evaluation standpoint, how- 
ever, it is essential to consider both the 
force of the Regulations and their limi- 
tations. Certain Regulations, notably 
those relating to consolidated returns, 
are by legislative prescription given the 
full force of the Code itself. In cases 
where sections of a prior Code are re- 
enacted without change in a succeeding 
Code, it is considered that Congress has 
in effect given legislative approval to 
the Regulations under the prior Code, 
so that, if the prior Regulations are 
continued unchanged, they should be 
given the full weight of the Code. How- 
ever, aside from these specific instances, 
it should be kept in mind that the 
Regulations are merely the Commis- 
sioner’s interpretation of the Code pro- 
visions, weighted in case of doubt on 
the side of the scale that will produce 
the greatest tax revenue. The courts 
commonly allow the Commissioner con- 
siderable latitude in the drafting of 
Regulations, but in cases where the 
Regulations clearly go beyond or distort 
the meaning of the Code, they have on 
frequent occasions been upset by the 
courts. The Regulations are binding, 
however, on all representatives of the 
Internal Revenue Service, whether 
conferees, or collectors. This 
fact in itself may be the determining 
factor in a tax decision. If, for example, 
you have reason to believe that a return 


Agents, 


will be examined but will not be car- 
ried by the client beyond the Depart- 
mental level, it unwise to 
the items that 
clearly in conflict with the Regulations, 
even if you are convinced that the par- 
ticular Regulations are improper. Your 
decision might well be different, how- 
ever, if the items were significant and 
you know that the client would be will- 
ing to carry the issues to court. 


would be 


include in return are 


Rulings 

Chere are inevitably many situations 
that are not covered in the Regulations. 
When it appears to the Commissioner 
that one of these situations is likely to 
occur so frequently as to be of general 
significance, he issues a Kevenue Ruling, 
in which his position is explained. When 
the Commissioner decides to accept, in 
whole or in part, an adverse court de- 
he often will a Revenue 
Ruling in which he explains his posi- 
tion and indicates the extent to which 


cision, issue 


the adverse decision will be accepted. 





Like the Regulations, Revenue Rulings 
are binding upon all Department per- 
sonnel. Until 1953, rulings were issued 
under a number of different titles; be- 
ginning with 1953, all such rulings are 
issued under the single title of Revenue 
Rulings. Where Sections of a prior Code 
have been re-enacted in a new Code 
without substantial change, the Revenue 
Rulings under the prior Code remain 
in effect, unless revoked by the Commis- 
sioner. The tax services, in referring 
to these rulings, ordinarily indicate 
whether they remain in effect under the 
current Code. It is of course important 
to make certain of this fact before rely- 
ing on such rulings in connection with 
a tax problem under the current Code. 


Special rulings 

In addition to the Revenue Rulings, 
the Commissioner also issues from time 
to time in response to requests from in- 
dividual taxpayers special rulings, appli- 
cable to specific situations described by 
the taxpayer who applies for the ruling. 
These special rulings are important to 
the tax practitioner in two ways. In the 
first place, although the Commissioner 
issues these rulings in the form of let- 
ters to the individual taxpayers and does 
general publication, 
many of them find their way into tax 


not give them 
publications and become a source ma- 
should 
be used with caution, however, for in 
a special ruling the Commissioner has 
bound himself only as to the applying 
taxpayer. They should be given weight 
merely as indicative of the probable 
attitude of the Commissioner in a situa- 
little 
deviation from the facts existing in the 


terial for tax decisions. These 


tion in which there is or no 
special ruling. 

Special rulings are also important to 
the tax practitioner in that he may 
wish on occasion to apply for a special 
ruling himself. This of course would 
take place at the tax planning stage. 
Applications for advance rulings should 
be submitted well in advance of any 
necessary the 
planned purpose. Of course, before con- 


transactions affecting 
sidering application for a special ruling, 
the accountant will have thoroughly dis- 
cussed with his client any proposed 
transactions from the standpoint of the 
client’s objectives, to determine whether 
these objectives can be attained in an- 
other manner that will not create a tax 
problem. Most accountants have been 
in- 


occasion with a client’s 


faced 
sistence on a merger or on the formation 


on 
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of a subsidiary corporation under cir- 
cumstances that would inevitably raise 
tax questions, when as a matter of fact 
his actual purpose could be substan- 
tially accomplished by a relatively sim- 
ple transaction, such as the sale or trans- 
fer of real estate in a manner that 
would not create a tax problem. An- 
other question the practitioner will con- 
sider before applying for an advance 
ruling is the effect of a possible adverse 
ruling. If the proposed action is so 
urgent that it will be undertaken in 
any case and there is little or no flexi- 
bility as to the form of the transactions 
necessary to put it into effect, an ad- 
verse ruling would tie the hands of the 
taxpayer because any examining agent 
would be bound to consider the trans- 
action unacceptable. If, on the other 
hand, there is considerable flexibility in 
the that the transaction would 
take, a special ruling obtained well in 
advance, even if it were adverse, might 
point the way to changes that would 
make the plan acceptable. 

There are many cases in which the 


form 


Department will refuse to issue special 
rulings. In the first place all the signifi- 
cant facts must be fully reported, in- 
cluding the names of all parties affected. 
(If the ruling is favorable, it will still 
be effective only if there is no signifi- 
cant change in the transactions as they 
actually take place. If it appears that 
there may be such change, it is neces- 
sary to submit the facts of the proposed 
change to the Rulings Division with a 
request for a further favorable ruling.) 
There are certain factual areas in which 
the Commissioner will in all cases re- 
fuse to issue special rulings. The Depart- 
ment will also refuse to rule on a pro- 
posed transaction if a similar issue as 
to the taxpayer is already under Depart- 
mental audit, if an identical issue 
exists for that particular taxpayer in a 
return on which the statute of limita- 
tions has not yet run. To this already 


or 


formidable list are added certain other 
areas in which the Department will from 
time to time refuse to issue rulings be- 
cause its policy in that particular area 
has not yet been formulated. 


Tax Court 


Next in importance to the Code itself 
in the formulating of tax conclusions is 
the body of tax decisions of the various 
Federal courts. 

Since most taxpayers prefer to protest 
a deficiency, rather than pay the tax, 
the majority of cases carried beyond IRS 
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arrive in the Tax Court. There are six- 
teen Tax Court judges, who are as- 
signed to hear cases in various cities of 
the United States. A Tax Court de- 
cision is subject to review by the Court 
of Appeals for the circuit in which the 
return was filed. 

In evaluating Tax Court decisions 
as source material, it is important to 
consider not only the effect they may 
have in subsequent court cases but also 
the probable attitude of the Commis- 
sioner toward such decisions. Where the 
decisions favor the Commissioner, there 
is of course no problem. He will cer- 
tainly accept the court’s conclusions (ex- 
cept in extremely rare circumstances 
where it would be against his long-range 
advantage to do so). Where the Tax 
Court decision favors the taxpayer, how- 
ever, the Commissioner may appeal the 
decision, or on occasion he 


may an- 


‘ 


nounce his intention to ‘“‘acquiesce” or 
“non-acquiesce” in the decision. (This 
practice of acquiescence or non-acqui- 
escence on the part of the Commissioner 
is confined to Court 
only.) When he acquiesces in a decision, 
he indicates his intention to accept the 


Tax decisions 


court’s adverse decision in future situa- 
tions involving substantially the same 
facts. If he feels that his acquiescence 
needs further explanation or limitation, 
he may issue a Revenue Ruling explain- 
ing his position. If he wishes, on the 
other hand, to put taxpayers on notice 
of his refusal to accept the adverse Tax 
Court will announce 
non-acquiescence. In the event of non- 


decision, he his 
acquiescence, a tax practitioner facing 
an issue involving substantially the same 
set of facts will know that to obtain a 
favorable result it will be necessary to 
the beyond the 
mental level. The absence of an 


carry issue Depart- 
an- 
nouncement of either acquiescence or 
non-acquiescence by the Commissioner 
in a Tax Court decision has no particu- 
lar significance either way. He may nct 
feel that the 
wide enough import to warrant an an- 
he may deliberately 


withhold any indication of his position, 


situation involved is of 


nouncement, or 


pending the possibility of subsequent 
decisions that will run against the tax- 
payer. 


Other cases 

Relatively few tax cases are taken to 
the Court of Claims. Tax cases in the 
District Court, however, are quite com- 
On District 
Court cases there may be jury trials. 


mon. rare occasions in 
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Jury cases tend to be less clear-cut than 
those involving outright judicial de- 
cisions and, in the writer’s opinion, 
should be given less weight for that 
reason. Court of Claims cases are sub- 
ject only to Supreme Court review, 
whereas appeal from a District Court 
decision is carried to the Court of Ap- 
peals for the Circuit in which the Dis- 
trict Court is located. The Commissioner 
issues no statement of acquiescence or 
non-acquiescence in District or Claims 
Court cases. He may of course decide 
to appeal an adverse decision, in which 
case his attitude toward the issues in- 
volved is in no doubt. Little weight, 
however, should be attached to his 
failure to appeal such a decision. By 
appealing, he runs the risk of an adverse 
decision at a higher court level, which 
will make his position that much 
more difficult in future situations in- 
volving similar facts. If, on the other 
hand, he fails to appeal, he has, to be 
sure, lost that particular tax battle, but 
may continue to resolve similar con- 
troversies against the taxpayer in the 
hope that a future court decision will 
run in his favor, or, if adverse, may 
present less unfavorable circumstances 
on which to base an appeal. For that 
reason, the mere fact that the Com- 
missioner fails to appeal a District or 
Claims Court decision should not be 
taken to indicate that he accepts the 
decision. District Court decisions, if not 
appealed, carry full weight as precedent 
only in that particular district. They 
are, however, given substantial con- 
sideration in cases in other jurisdic- 
tions and, taken in conjunction with 
other cases, are indicative of the judicial 
attitude toward the issues involved. 

District Court cases are appealed to 
the particular Circuit Court of Appeals 
that has jurisdiction. A Circuit Court of 
Appeals decision is fully controlling 
within its own circuit and must be 
accepted by all lower courts in that 
circuit. Furthermore, because it is on 
a higher level than the courts of first 
resort, it will carry substantial weight 
throughout all jurisdictions. Next to a 
favorable Supreme Court decision, there- 
fore, a favorable and clear-cut opinion 
of the Circuit Court of Appeals of the 
Circuit in which your taxpayer-client 
is located will give you the greatest pos- 
sible assurance as to a favorable out- 
come. 

No conclusions should be drawn from 
the failure of the Commissioner to ap- 
ply for a writ of certiorari in connec- 


[Mr. Littlefield is a CPA and a member 
of the Tax Department of Charles F. 
Rittenhouse and Company, Boston. This 
article is based on a paper written for 
the Massachusetts CPA Review.] 





tion with an adverse decision in the 
Court of Claims or in any Circuit Court 
of Appeals; nor should any conclusion 
be drawn from the Supreme Court’s re- 
fusal to grant certiorari when applied 
for. 

A Supreme Court decision, of course, 
is the final authority and is controlling 
as to subsequent cases in all lower 
Federal courts, including the Tax Court. 


Evaluating decisions 


Evaluation of the comparative effect 
of various, and conflicting, 
court decisions will of course depend 
not only on the level and jurisdiction 
of the courts issuing the opinions but 
also on the nature of the opinions them- 
selves. Some cases are clear-cut both as 
to facts and opinions; the points at 
issue are unmistakable; previous de- 
cisions are cited for reference, with dis- 
tinctions clearly drawn, if any exist, 
between the case under review and any 
of the cited cases; and the reasons en- 
tering into the court’s final opinion are 
carefully delineated. Decisions in such 
cases are obviously far more compelling 
than are decisions in the occasional 
cases where the facts are inadequate, the 
issues confused, and the court’s final 
opinion little more than a necessary at- 
tempt to find something in the record 
on which te base a decision. 

Another evaluation factor is the de- 
gree of similarity of the facts in an ac- 
countant’s tax problem to those in the 
court case he is studying. This can be 
determined by a careful review of the 
facts and issues of the court case (which 
are ordinarily presented in a separate 
section of the record, in advance of the 
actual opinion section) and, equally im- 
portant, the weight that the court ap- 
pears to attach to the specific facts in 
the case. It might be, for example, that 
the factual differences between the court 
case and the problem being studied were 
in non-essentials that in no way en- 
tered into the court opinion; or, on the 
other hand, the differences might be 
vital, so that the court case would have 
no significance as to the new problem. 

In evaluating decisions under a prior 
Code, the possibility of Code changes 
that would limit or nullify their present 
effect must be considered. In their refer- 


possibly 
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ences to specific decisions under prior 
Codes, the tax services ordinarily indi- 
cate whether the decisions may be con- 
sidered to retain their full effect under 
the present Code. 

Some of the most helpful conclusions 
in tax problems can be drawn from the 
distinctions indicated in court opinions 
between the under review and 
prior court opinions. The study even 
of adverse decisions will sometimes dis- 
close distinctions that will change the 
adverse decision from a negative to a 


case 


positive factor actually in support of 
the client’s position. 

Dissenting opinions, which will be 
found in some court decisions, are also 
worth consideration, particularly in 
older cases, because they may be indica- 
tive of a trend in judicial thinking. The 
dissenting opinion of yesterday can be- 
come the prevailing opinion of tomor- 


row. 


Client relationships 


An intangible but important factor 
in the successful handling of tax prob- 
lems is the matter of client relations. 
Many of an accountant’s clients, perhaps 
most of them, are knoweldgeable where 
taxes are concerned. They realize that 
if controversial items are present in the 
return there is always a possibility of 
disallowances and deficiency assessments. 
Would that all clients were like that, 
but they are not. Far too many clients 
are prone to mentally resolve all ques- 
tionable items in their own favor and 
hold the accountant responsible if he is 
unable to convince the examining agent. 

With such a client, it would appear 
to be important, whenever possible, for 
the accountant to point out to him in 

that he 
return, 


advance include 


proposes to 
in the with what he believes 
is proper justification, certain items as 
to which there is at least a strong pos- 
sibility of disallowance; that, in effect, 
a gamble is being made, of which the 
client should be aware when he signs 
the return. 

It would seem to be perfectly proper 
for the accountant to point out, as one 
of the factors in the situation, the pos- 
sibility, if it exists, that the return will 
not be examined. It would be a mis- 
take, however, to let the client get the 
impression that the probable examina- 
tion, or non-examination, of a return 
should in itself determine whether a 
questionable item should be included. A 
recent editorial in The Journal of Ac- 
countancy contained a comment on this 


type of situation. The editorial stated, 
in part: 

“The courts have held, and common 
sense would indicate, that any taxpayer 
or anyone who prepares a tax return 
is entirely justified in taking the benefit 
of the doubt when there is an honest 
question about the deductibility of an 
item or as to whether certain income 
should be taxed in one year or another. 
[But] no taxpayer, or anyone who pre- 
pares a return, should take an inde- 


New fraud and negligence 
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fensible position in the hope of getting 
away with it... .” 

By too closely identifying himself with 
his client’s interest, the accountant could 
easily drift into a situation in which he 
would be sacrificing the independence 
that is the hallmark of the public ac- 
counting profession. This situation will 
not be reached if he makes a practice 
of allowing nothing in a tax return that 
he will be professionally embarrassed 
to defend if the return is examined. * 


. 


decisions 





Sales under fictitious name evidence of 
fraud. A taxpayer in the junk and live- 
stock business understated receipts from 
the sale of scrap and also failed to re- 
port receipts from livestock sales. Fraud 
penalties are upheld upon a showing 
that the income from the scrap sales 
was received by taxpayer under a ficti- 
tious name and that taxpayer had been 
convicted of criminal tax evasion for 
one of the years in issue. Checkoway, 
TCM 1960-211. 


Substantial discrepancies between net 
worth and books show books to be un- 
reliable. Large increases in net worth 
for the 1945-1948 that are in- 
consistent with the income reported by 


years 


taxpayer for those years are of them- 
selves evidence that the books are un- 
reliable and warrant the Commissioner’s 
use of the net-worth method in comput- 
ing taxable income. The fact that the 
Commissioner has not computed taxpay- 
er’s income for other years involved by 
the nct-worth method is not a concession 
on his part that the books are correct; it 
merely indicates that, since there was 
no inconsistent increase in net worth for 
those years, there was no evidence show- 
ing that the books were unreliable in 
those years. Fraud penalties are sustained 
on the basis of gross understatements of 
income during three or four consecutive 
years without adequate 
Ambrose, TCM 1960-232. 


explanation. 


Commissioner fails to meet burden of 
proving fraud. Taxpayer was employed 
in the transportation industry and also 
operated a farm. For the farm he kept 
income and expense journals that were 
turned over to an accountant who pre- 
pared taxpayer’s returns therefrom with- 
out any apparent verification. The books 
contained no erasures, alterations, or 


false entries, nor was there any con- 


cealment of income. The Commissioner 
asserted deficiencies based upon use of 
the bank deposits and canceled checks 
method. Although some of the errors. 
found were obviously the result of care- 
lessness, the court notes that there was. 
no pattern or scheme of deliberate con- 
cealment of receipts or overstatement of 
rules that, the Commis- 
sioner failed to meet his burden of prov- 


expenses and 


ing fraud. Accordingly, the assessments. 
were barred by the statute of limitations. 
Haynes, TCM 1960-221. 


Income determination by net worth 
sustained. Where the only dispute in 
the Commissioner’s determination of de- 
ficiencies by use of the net-worth method 
was the estimate of personal and living 
expenses, the court finds for the Com- 
missioner, holding taxpayer failed to 
meet his burden to show the Commis- 
sioner’s determination erroneous. John- 
ston, TCM 1960-239. 

Says net worth shortages showed book- 
keeper's embezzlement; court uncon- 
vinced. An operator of a taxicab business 
contended that understatements of in- 
come as determined by a net worth 
computation were caused by continuous 
and systematic embezzlements from his. 
business by his bookkeeper. The book- 
keeper categorically denied any misap- 
propriations and testified that taxpayer 
instructed him to falsify the records and 
remit the unreported income to tax- 
payer in cash. The Tax Court believed 
the bookkeeper and found the burden 
of proving the fraud was satisfactorily 
met. The proposed deficiencies were, 
therefore, not barred by the statute of 
limitations. The only issue on review 
being the credibility of the witnesses, 
the Fourth Circuit Court upheld the 
Tax Court's decision. Doggett, cert. den... 
10/10/60. 
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Should the U.S. withhold 
city income tax? 


that 
most efficient way of 
are seeking 
Federal Government assist 
city from 
At the present time 
the Federal Government withholds state 
income under agreements with 
various states authorized by Public Law 
587, 72nd Congress. During the last 
session of Congress the House passed a 
bill (H.R. 3151) that would have ex- 
tended the right to make such agree- 


CITIES WITH INCOME TAXES find 
withholding is the 
collecting the 
the 


them by 


tax and they 
to have 
withholding tax 


Federal employees. 


taxes 


ments to cities with populations of 


50,000 or more. 
the 


Under such agreements 
of the 
agree to withholding city income taxes 
from Federal employees within the city 
and in an area of five miles outside the 


Secretary Treasury would 


city, provided it was in the same state. 

Leading the supporters of the bill was 
Jay W. Glasmann, Assistant to the Sec- 
retary of the “This 
Department supports the enactment of 
legislation to enable Federal agencies, 
to the extent practicable and economi- 
cally justifiable, to give cities the kind 
of cooperation presently afforded states 
in the collection of their income taxes 
But then 
he points out that hundreds of local 
laws, withholding from 1% to 114%, are 


Treasury, who says: 


from Federal employees. as 


involved, and it would not be practi- 


cable nor sound for cen- 


mechanized, 


economically 
tralized, often payroll de- 
partments to observe them all. He con- 
cludes that withholding of local income 
taxes would not be justifiable in cities of 
under 75,000 people. Such a population 
limitation would involve 15 city taxes, 
as against 22 under the proposed 50,000 
limit. All local taxing authorities, how- 
ever, could continue to obtain informa- 
tion about of Federal em- 
ployees by requesting it in proper form. 

The Treasury Department also wants 
a change in the proposed area limita- 
tion, known as the “five-mile” provi- 
because it would be more of a 
burden than is imposed on any other 
employer and would involve the Gov- 
ernment in jurisdictional disputes. For 


earnings 


sion, 


example, an employee residing in one 
city that taxes residents but employed 
five miles away in another city that taxes 
wages would be subject to double pay- 
roll Current law 
tax withhoiding prevents this situation 
by limiting withholding to taxes im- 
posed by the state of employment, ir- 
respective of the state of residence. The 
Treasury Department wants a similar 
limitation on city tax withholding. 
Leading the objectors to the bill is 
Senator Clifford Case of New Jersey. 
He believes the adminstrative costs for 
the Federal Government would be pro- 
hibitive, besides putting it in the un- 
seemly role of local tax collector. Fur- 
thermore, he points out that the basic 
principle is still being litigated by New 
Jerseyites working at the Philadelphia 
Navy Yard who are resisting the Phila- 
delphia wage tax. This is not an ap- 
propriate time “to put the seal of 
Federal approval on municipal income 
Nor does Sena- 
tor Case like the idea that other cities 
might be encouraged to levy an income 
tax because the U.S. would do some of 
the bookkeeping and collecting at its 
own expense. as 


deductions. on state 


taxes on nonresidents.” 


NTA group asks Federal law 
on tax on interstate business 


THE sTaTEs are not likely to agree vol- 
untarily on a uniform state income 
for interstate business; 
Congress must set up standards that 
states must meet or forfeit the right to 
impose such taxes. This was the conclu- 
sion of a report by a study group of the 
National Tax Association presented to 
the its annual meeting 
some weeks ago in New York City. The 
report noted that 36 states impose taxes 
on, or measured by, income and that the 
formulas they use vary considerably. 
The legislation enacted by Congress 
in 1959 merely states conditions under 
which tax may not be imposed because 
the presence of the company in the state 
is so limited. But if under that law a 
company may be taxed, there is no re- 
striction the determination of the 
portion of its income subject to tax. 


tax 


law therefore, 


association at 


on 


The 


law did, however, provide for a 
study of the problem by Congressional 
commitees, which are to report by July 
1962. 

The study group of the NTA urges 
that legislation be enacted setting 
standards for allocation formulas and 
providing that states cannot tax the in- 
come of interstate business except under 
such acceptable formulas. 

The study group was composed of 
leading state tax administrators, tax 
men from interstate business, practic- 
ing attorneys, and professors of taxation 
in law and economics. i 


New Jersey resolves 
its assessment problem 


THE TEMPEST brewing in New Jersey’s 
tax teapot since 1957 has. finally been 
quieted by a statute permitting each 
county to choose any ratio of assessed 
value to market value it wishes to use 
in setting the assessed-value of its prop- 
erty. The assessed-value ratio chosen 
must be between 20% and 100% of fair 
value. The chosen ratio, which may not 
be changed for three years, will apply 
to all real estate and to business equip- 
ment; business inventories will 
assessed at 20% of that ratio. Farm 
machinery, livestock, and taxable crops 
will be assessed at 25% of the common 
level, or the level applicable to inven- 
tories, whichever Household 
furniture may be exempted by a munici- 
pality if it so chooses. 

Thus ends the situation in which only 
10 towns complied with New Jersey 
Supreme Court decisions in two cases 
holding that all municipalities were re- 
quired to assess real and personal prop- 


be 


is lower. 


erty at 100%. The cases and various pro- 
posals were reviewed in these columns 
in July 1960 (13 JTAX 59). Apparent- 
ly Governor Meyner’s suggestion was 
adopted over that of the State Tax 
Policy Commission, which recommended 
elimination of the personal property tax 
and assessment of all real property at 
40%, of its true value. w 


Georgia switches sales tax 
from vendor to consumer 


GEORGIA HAS AMENDED its sales tax law 
to make it clear that the tax falls upon 
the consumer rather than the vendor 
and that sales to the Federal Govern- 
ment are exempt. Prior to these 1960 
amendments, the Georgia sales tax was 
imposed as a privilege tax on sellers of 
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tangible personal property, although 
there was a provision that “as far as 
practicable” it be added to the sales 
price. Interpreting the old law, Georgia 
courts had held that a vendor was ac- 
countable for sales tax collections even 
though they had been stolen from him 
and for the tax on sales to the U. S. 
Government, which the Government had 
refused to pay. It was because of these 
difficulties that the legal incidence of the 
tax has been changed. 

The proper treatment of the sales 
tax in computing Federal income tax 
has also been a difficult problem. If the 
tax is imposed on the consumer, it is 
deductible no matter what was_pur- 
chased; if the tax is a “passed on” tax, 
it is deductible by the consumer solely 
by grace of Code Section 164 (c), which 
permits the deduction only if the item 
is not capitalizable. To the purchaser of 
substantial depreciable business prop- 
erty subject to sales tax, the distinction 
can be an important one. The nature of 
the old Georgia sales tax was unclear, 
and the IRS changed its position on it 
several times. First, it held it was a tax 
on the dealer (IT 4058); then it recon- 
sidered and held it to be a tax on the 
consumer (Rev. Rul. 55-139). Finally, 
after the Georgia courts decided that 
the retailer was liable for the tax regard- 
the consumer, 
the IRS reverted to its original position 


less of collections from 


(Rev. Rul. 59-65). Presumably with the 
change in the Georgia statute, the sales 
tax will be held to be on the consumer 
for Federal income tax purposes. 


State officers ask changes 
in Federal tax laws 


IN VIEW OF THE POWER exercised in 
Washington by the state governments, 
tax men trying to do long-range tax 
weather forecasting pay heed to opinions 
supported by all the states. At the re- 
cent annual meeting of the National 
Association of Attorneys General, these 
legal officers of the states agreed on a 
number of recommendations for change 
in Federal policy. Resolutions were 
adopted aimed at securing Federal action 
on the following: 

1. Life Insurance Company Income 
Tax Act of 1959. The attorneys general 
would like regulations excluding in- 
terest on state and municipal bonds in 
computing income or deductions if the 
inclusion of the interest would produce 
a higher taxable income than if it were 


not included. 


2. Post exchanges, commissaries, and 
other Federal installations. Congress is 
requested to enact legislation permitting 
State taxation of liquor, beer, and 
cigarette sales at these places, as is now 
permitted on sales of gasoline and other 
fuels. 

3. Contractors for the United States. 
Congress is urged to pass laws securing 
the power of the states to tax Federal 
contractors and their suppliers who now 
escape taxation through use of title-pass- 
ing procedures, designation of contrac- 
tors as purchasing agents, and other 
dodges. 

4. Use taxes. The state officials op- 
posed the proposals now before Congress 
to restrict the states in requiring vendors 
to collect use taxes from their customers. 

5. Income tax legislation. Laws such 
as P.L. 86-272, which restrict the states 
in taxing income arising from interstate 
commerce, are opposed. * 


Connecticut tax handbook 
is published 


Tue Tax MANAGER of Lybrand’s Hart- 
ford office has written the first book on 
Connecticut Taxation of Corporations. 
It covers all the taxes in Connecticut on 
business; about one-third of its 150 
pages are devoted to the corporation 
business tax measured by net income: 
who is taxable, how income is computed, 
allocation and apportionment of net in- 
come, filing and other procedural mat- 
ters. It quotes the law and the Regula- 
tions, if any, and offers comment on ac- 
ceptable procedures in areas not covered 
by the Regulations. 

The author is Richard L. Denny, CPA 
in Connecticut and New York and Tax 
Manager in the Hartford office of 
Lybrand, Ross Bros. & Montgomery. 
The publisher is Bond Press, 71 Elm 
Street, Hartford, Connecticut. The price 
is $3. vy 


All states use some U.S. 
tax records in enforcement 


MANY TAX MEN will be surprised to 
learn the extent to which states use 
Federal tax records to aid them in their 
tax enforcement efforts. Although states 
have been permitted to use Federal 
records since 1931, a recent study shows 
that many states use Federal reports of 
audit adjustments and ask for specific 
taxpayer’s returns. Few states system- 
atically compare returns or match lists 
of taxpayers. Six states (Colorado, Ken- 
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tucky, Minnesota, Montana, North Caro- 
lina, and Wisconsin) already have formal 
agreements with the IRS providing for 
cooperative exchange of audit informa- 
tion, and several more are considering 
them. 

Under these agreements the audit in- 
formation is obtained by the states at 
regular intervals, usually by their em- 
ployees transcribing the pertinent data 
from IRS summaries. In some instances 
the Service furnishes the information 
directly to the state, including the tax- 
payer’s income as originally reported, 
the amount of the deficiency, and any 
changes made in the audit. 

By the use of audit information to- 
gether with comparing returns and 
matching state taxpayer lists against the 
Federal, the states have added many 
non-filers and much unreported income. 
California claims to have added $3,- 
600,000 as the result of a detailed com- 
parison program for 1959 returns. 

The accompanying table summarizes 
the use of Federal records by states as 
reported in a recent issue of the Tax 
Administrator's News. * 
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Ss. C. 
Tenn. + 
Utah 
vt. 
Va. 
Wis, 
D. C. 
1 Corporate income tax only. 

2 Taxes income from intangibles only. 

3 Procedures differ with respect to individual and 
corporate income. 

‘ For self-employed only. 

NA—Not available. 
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NEW DEVELOPMENTS IN 


ayroll taxes 


EDITED BY PETER G. DIRR 





Federal U.I. tax increased from 370 


to 4%; other changes in the law 


lege THE RATE INCREASE, which 
will affect most taxpayers, is the 
most important change in the Federal 
unemployment law brought about by 
H.R. 12580, that omnibus bill contains 
quite a number of provisions affecting 
the Federal-state unemployment insur- 
ance program, many of them required 
because of the borrowing by the states 
during the 1957-1958 recession, when the 
reserves were depleted by heavy benefit 
payments. The Commerce and Industry 
Association of New York, in reporting 
these changes to its members, said that 
it was necessary to increase the tax to 
avoid serious difficulties in the event of 
another period of sharp unemployment. 

It pointed out that under the Federal 
Unemployment Tax Act adopted in 
1936, a payroll tax of 3% of the first 
$3,000 of annual wages was provided. 
However, against the 3% Federal tax an 
employer has a maximum offset of 90% 
if payments are made on time and the 
state act meets Federal standards. ‘Thus 
in New York an employer under this 
law who had the maximum offset (in- 
cludes most employers) paid the Federal 
Government .3% (3% minus 90% credit) 
on the first $3,000 of annual payrolls. 

The association’s report points out 
that payroll taxes collected by the Fed- 
eral the 
the administration of state em- 


Government are used to pay 
costs of 
ployment and unemployment insurance 
programs and of the Federal Labor De- 
partment’s Bureau of Employment Se- 
curity, plus the United States Treasury 
Department’s expenses in collecting the 
tax. Since 1954, surpluses after these 
costs were paid had been transferred to 
establish a fund of $200 million (known 
as the Reed Loan Fund) out of which 
loans are made available to any states 
whose reserves for the payment of un- 
employment insurance are depleted. 

For the fiscal year 1959, after payment 
of the various administrative costs, there 
“was a deficit of about $422,000. Another 


deficit, somewhat lower, is predicted for 
the fiscal year 1960. On December 31, 
1959, the Reed Loan Fund was down 
from the $200 million level to a little 
less than $4 million, because Alaska, 
Michigan, and Pennsylvania borrowed 
from it. 

To take care of rising administrative 
expenses and to replenish the Reed Loan 
Fund for the calendar year 1961 and for 
each calendar year thereafter, as pro- 
vided in the new law, all employers’ 
Federal unemployment compensation 
taxes are increased by .1%. This means 
for most employers (those who receive 
the maximum credit) that Federal un- 
employment payroll taxes will be in- 
creased from .3% to .4%. 

There is no question the Federal tax 
must be increased to replenish the Reed 
Loan Fund, C. and I. said. Another re- 
cession in 1961 and 1962 could result in 
other states finding it necessary to bor- 
row from the fund. The only alterna- 
tive would be Federal grants to the 
that would have to in 
order to pay unemployment insurance 
benefits. That would result in federaliza- 
tion of the program with a single tax on 
all employers and the elimination of ex- 
perience rating. 


states borrow 


Limitation on state expenses 

Under present law, the ceiling on 
appropriations for administrative 
penses of the state unemployment com- 
pensation programs is $80 million. Sep- 
arately, under the Wagner-Peyser Act, 
there is authorization for appropriation 
for the costs of the Federal contribution 
to the operation of the state employ- 
ment services. The new legislation sets a 
maximum ceiling of $350 million on 
those appropriations. The estimated ex- 
penditure for 1960 is $324 million. 


ex- 


Loan fund to states 


Receipts under the increased Federal 
unemployment tax in fiscal year 1962 





are expected to be significantly larger 
than administrative expenses and pro- 
vide an amount to be transferred to 


the account for loans to the states. The 


latter account would be built up until 
it reached the higher of two levels — 
either $550 million or .4% of total wages 
subject to the state unemployment 
taxes. This would be an increase over 
the present provision for a $200 million 
“loan” fund. Presently, the “loan” fund 
is depleted by outstanding advances, 
and the Federal unemployment tax 
does not provide a margin over adminis- 
trative expenses to replenish the loan 
fund. 


Requirements for loans 


Under present law, a state may apply 
for an advance if its balance at the end 
of a quarter is below the total amount 
of benefits paid out during the prior 12 
months. Now applications for advances 
may be made monthly but they may be 
made only if the sum of reserves on hand 
plus anticipated tax receipts will be in- 
adequate to meet the expected level of 
benefit payments. 


Repayment of loans 


Under present law, if a loan has been 
outstanding at the beginning of four 
consecutive years, the employers’ credit 
against the Federal unemployment tax 
is reduced. Instead of the normal 2.7% 
credit, the credit is 2.55%. The increase 
in the Federal tax is used to pay off the 
advance. During successive years in 
which the advance is outstanding, the 
credit is reduced by an additional .15% 
a year. 

In the future, the new law provides 
that, if advances are outstanding through 
the beginning of two successive years, 
the maximum Federal credit would be 
reduced to 2.4% with further reductions 
by .3% for each succeeding year in which 
the advance is outstanding. Beginning 
in the third year in which an advance 
is outstanding, the maximum credit 
be further reduced by the 
amount, if any, by which the average 
employer-contribution rate in the pre- 
ceding year was less than 2.7%. And 
in the fifth year in which an advance 
is outstanding, if the state’s benefit cost 
rate over the five preceding years is 
higher than 2.7%, the Federal credit 
will be reduced by the amount, if any, 
by which the state’s average contribu- 
tion rate is less than the benefit cost 
rate. It is provided that these two credit 
reductions will operate together with 
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the automatic reduction of .3% a year 
in the maximum credit the 
Federal tax. 


against 


Under present law, if a state repays 
outstanding advances by December 1 
of any year, the reduced credit provi- 
sions do not come into operation for 
that year on employers in that state. 
The last date for repayment of such 
outstanding advances is now advanced 
to November 10. 


Coverage 

Several categories of employees, total- 
ing about 65,000, are brought under the 
Federal unemployment tax, including 
those working for certain instrumentali- 
ties of the United States, such as Federal 
reserve banks, Federal credit unions, 
Federal land banks, national farm loan 
associations, Federal home loan banks, 
banks for cooperatives, Federal inter- 
mediate credit banks, and some produc- 
tion credit The law also 
extends coverage to employees serving 
on American aircraft operating outside 
of the United States, employees of 
(“feeder”) corporations whose profits 
are payable to nonprofit organizations 
exempt under Section 501(c) of the 
Code, and employees of certain tax- 
exempt organizations in the categories 
of agricultural or horticultural groups, 


associations. 


voluntary employee beneficiary associa- 


tions. and _ fraternal 


beneficiary  so- 
cieties. 
Extension to Puerto Rico 
Beginning January 1, 1961, Puerto 


“state” for Federal 
unemployment tax purposes, and the 


Rico will become a 


tax will have to be paid with respect to 
remuneration for services after Decem- 
31, 1960. 

Puerto Rico is required to pass legisla- 
tion that meets existing Federal stand- 
ards and on or before February 1, 1961, 
pay the Secretary of the 
Treasury for credit to the Puerto Rico 
unemployment fund an amount equal to 


ber 


over to 


the excess of: 

(1) the aggregate of the moneys re- 
ceived in the Puerto Rico unemploy- 
ment fund before January 1, 1961, over 
(2) the aggregate of the moneys paid 
from such fund before January 1, 1961, 
as unemployment compensation or as 
refunds of contributions erroneously 
paid. 

At present, employers pay to Puerto 
Rico 3% of the first $3,000 of wages 
paid to each employee. The Puerto Rico 
legislature must make changes in its 


existing law to meet Federal standards, 
or employers there may have to pay pay- 
roll taxes of 3% to Puerto Rico and 
3.1% to the Federal Government. It re- 
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mains to be seen whether Puerto Rico, 
if. and when it makes the necessary 
changes, also will adopt an experience 
rating system. vz 


_ New payroll decisions this month 


Corporate officers avoid penalty for 
failure to withhold; show reliance on 
bookkeeper to file returns and pay taxes. 
As officers of a corporation, the tax- 
payers were assessed a 100% penalty, 
with accrued interest, for willful failure 
to pay over, or truthfully account for, 
withholding and Federal Insurance Con- 
tributions Act taxes due from the corpo- 
ration for the second, third, and fourth 
quarters of 1949 and the first and second 
quarters of 1950. The taxpayers relied 
upon the bookkeeper to file the returns 
and pay over the taxes. In an earlier in- 
stance, the bookkeeper was given a 
severe reprimand for failure to make the 
return or to remind the taxpayers with- 
in the appropriate time. This court 
holds that the taxpayers cannot be 
guilty of willfully failing to collect and 
pay the taxes, since they had relied 
upon their bookkeeper, whose duty and 
obligation it was to attend to these 
matters. Although the taxpayers may 
have been careless, even negligent, in 
filing proper and timely returns and 





paying the taxes, the evidence showed 
that there was no willfulness in the 
failure to collect and pay over the taxes. 
Belcher, DC Va., 9/21/60. 


Officer can’t deduct penalty for failure 
to pay over withholdings. Taxpayer was 
the president, director, and shareholder 
of a corporation that owed back em- 
ployee withholding, Social Security, and 
Federal unemployment taxes. The cor- 
poration later became bankrupt. Under 
the Code, the responsible officer of a cor- 
poration that owes employee’s taxes may 
be assessed with a penalty equal to 
100% of the unpaid taxes. Taxpayer, as 
the responsible officer, was assessed with 
such 100% penalty, which he later paid. 
He claimed a deduction for this amount 
as a loss or bad debt. The Tax Court 
disallows the deduction, since it would 
frustrate public policy to allow it. This 
was a penalty for taxpayer's willful fail- 
ure to have his corporation pay these 
taxes. To allow a deduction would re- 
duce the penalty. Smith, 34 TC No. 113. 





New decisions on exempt institutions 


Annuity premiums paid by tax-exempt 
hospitals included in employee-doctor’s 
income. Taxpayer worked for two tax- 
exempt hospitals as a pathologist. The 
hospitals purchased annuities for him 
out of his compensation. Since the effect 
was the same as if taxpayer had drawn 
down the cash and purchased the an- 
nuities himself, the court holds the hos- 
pitals could not be considered the pur- 
chasers of the annuities so as to permit 
taxpayer to exclude the amount of the 
premiums from his income. Llewellyn, 
TCM 1960-197. 


Feeder corporation carrying on business 
for profit. Veterans Foundation was or- 
ganized as a nonprofit corporation. It 
operated two stores, selling clothing and 
other used These stores 
were located in areas containing pri- 
vately owned stores, employed 28 per- 
sons, kept regular business hours, and 
advertised their merchandise through 
the usual media. The trial court had 


merchandise. 


found that Veterans Foundation was or- 
ganized the primary 
carrying on a business for profit and 
that, 


for purpose of 
contractual ar- 
rangements it paid a percentage of its 
profits to the Department of Utah, Dis- 
abled American Veterans, it was a feeder 
organization within the meaning of Sec- 


although under 


tion 502 and, therefore, was not exempt 
from This 


stating that the issue of whether the 


income tax. court affirms, 
primary purpose of the corporation was 
the carrying on of a business for profit 
presents a question of fact and that the 
trial court had held, on convincing evi- 
dence, that such was the primary pur- 
pose of this organization. Veterans Foun- 
dation, CA-10, 9/12/60. 





*kindicates a case or ruling of un- 
usual importance. 


*indicates a case or ruling having 
some novelty or unusual interest. 
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This is an 


everyday tax practice. Readers are 


Berger and Burton W. Kanter, 


Jensen option sale was 
really sale of shares 


WE HAVE BEEN in communication with 
the attorneys for Earl and Carol Jensen, 
whose petition to the Tax Court (de- 
scribed here last month) raised the 
of whether the release of an option on 
shares by the optionee to the optionor 
ex- 


issue 


was in the circumstances a sale or 
change resulting in capital gain or a 
mere cancellation of rights resulting in 
ordinary income. From the statement of 
facts in the attorney’s letter there seems 
to be an additional aspect to the 
namely that the Jensens did not dispose 


of an option but in reality were the 


case, 


owners of the shares nominally subject 
to the option and, in fact, disposed of 
shares of stock. The following is the at- 
torney’s statement of facts to us: 

“The the Jensen case are 
simple. In 1952 Jensen agreed to lend 


facts in 


to a dairy operator named Auberlin the 
sum of $30,000 for 
for an interest-bearing note 


use in his business 
in exchange 
in this amount and an option to pur- 
of the 
stock of a corporation which was to be 


chase for 25 cents per share 50% 
formed to take over the dairy business. 
At the time Jensen was a member of 
School Board. The dairy in 


tion sold some of its product to the 


the ques- 
public schools. Because of this circum- 
stance Jensen wished to avoid having a 
direct ownership interest in the dairy 
business. The option device was accord- 
ingly adopted pending the end of his 
term of the School 
Board. 


Jensen and 


membership on 


Auberlin both regarded 
one-half the 
business notwithstanding that for sev- 


Jensen as a owner of 
eral years the option relationship was 
allowed to continue and no stock was 
In 1954 a 
farmers’ cooperative wished to acquire 


issued in Jensen’s name. 


the dairy routes of the dairy then owned 
and operated by Auberlin and Jensen. 


informal exchange of ideas, 
invited to 


209 South 


and comments arising in 


Theodore 


questions, 


write to the editors: 


LaSalle Street, Chicago 4, Illinois. 
Both parties participated in the negotia- 
tion for this sale and it was understood 
by all parties that both would sell all of 
their interest in the company. At the 
request of the purchasing cooperative, 
however, which preferred for some rea- 
sons of internal management to make 
the installment payments under the 
purchase contract as a single payment 
to a single vendor, it was decided that 
the cooperative would enter into an 
agreement to purchase all of the issued 
stock from the record owner, Auberlin, 
including the one-half of the shares 
which he held subject to the Jensen op- 
tion, and the total consideration 
to be paid from the cooperative to 
Auberlin. Jensen simultaneously entered 
into an agreement with Auberlin where- 
by he would release his option in con- 
sideration of payment to be made by 
Auberlin from the proceeds of his col- 
lections from the cooperative. The co- 
was thereby able to deal with 
a single seller and to make a single re- 
mittance of the various installment pay- 
ments. The parties immediately entered 
into an arrangement with their local 
bank this remittance 
ceived by the bank for their 
count and the proceeds allocated be- 
them in accordance with 
respective interests.” 


was 


operative 


whereby was re- 


joint ac- 


their 
w 


tween 


IRS issues new ruling 
on short-sale payments 
OvER 
carried 


couRSE of several months we 
discussion of the deductibility 
of amounts paid to lenders of stock by 
the borrower in connection with a short 
sale. The discussion involved the ques- 
tion of whether IT 3989, which broadly 
permitted the deduction of 
paid by the short seller, would apply to 
stock rights, stock dividends, or liquidat- 
ing distributions. The illustration in the 
IT is of an ordinary dividend. 
One of our readers in October 


“amounts” 


took 


the position that all payments should be 
deductible. The Revenue Service, how- 
ever, has just issued a new ruling, Rev. 
Rul. 60-359, in which it now limits the 
applicability of IT 3989 to ordinary 
cash distributions and specifically holds 
that, with respect to stock dividends or 
liquidating distributions paid on_bor- 
rowed shares while the loan is outstand- 
ing and for which the borrower reim- 
burses the lender, such amounts are 
not currently deductible but are to be 
treated as capital expenditures. The 
theory of the Service is that a stock or 
liquidating dividend “brings about a 
diminution of the capital represented 
by each of the shares to be returned.” 
The Service concludes that the nature 
of each compensating payment by the 
borrower to the lender is, in effect, a 
repayment of principal and, therefore, 
a capital expenditure. 

It seems likely in view of the long 
case history involving this basic question 
that this new ruling will be ores 
in the courts. 


Liquidation taxable if 25% of 
stockholders own successor? 


THE SERVICE HAS RULED (Rev. Rul. 56- 
541) that a sale of assets by a dissolving 
corporation to a newly formed corpora- 
tion would not result in recognition of 
gain or loss to the dissolving corporation 
under Section 337, despite the fact that 
shareholders owning 80% of the stock 
of the dissolving corporation owned 
45%, of the stock of the new corporation 
to which the assets were being sold. 

The remaining 55% of the shares of 
the new corporation were owned by 
several associated individuals. Seven of 
the 45 shareholders of the old (selling) 
corporation, who owned 80% of the 
stock of the old corporation, were al- 
lowed by the organizers of the new 
(purchasing) corporation to purchase 
45%, of the stock of the new corporation. 
The corporation took over a_ baseball 
franchise, and apparently it was felt 
that their participation was vital for 
community interest and support of the 
new corporation and also for the re- 
quired managerial know-how and _per- 
sonnel. 

We have heard rumors recently that 
there is pending in draft form a pro- 
posed revision of Rev. Rul. 56-541. Al- 
though the new position being con- 
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proach being considered involves adopt- 
ing the principle that there is retained 
control if shareholders (maybe reference 
is only to controlling shareholders) of 
the selling corporation continue to 
own, subsequent to the transaction, 20% 
or 25% (the actual percentage appears 
to have been finally determined 
as yet) of the purchasing company. Ap- 
parently, the Service has been having 
difficulty in applying the rule of Rev. 
Rul. 56-541 to other circumstances, par- 
ticularly where the shares of the pur- 
chasing company may be widely held 
and something less than a 45% interest 


of the shareholders of the old company 


not 


in the new company might constitute 
effective control. What may possibly be 
in the works is treatment of these trans- 
actions as “E” (recapitalization) or “F”’ 
(reincorporation) reorganizations; con- 
tinuing shareholders would be treated 
as receiving stock and “boot,” and the 
stock of the others would be in effect 
redeemed or their interests purchased by 
the new shareholders. The boot might 
then be taxed as a dividend because of 
the continuing interest. wr 


Which controls: will or 
partnership agreement? 


BeuTTEL Estate (TC Docket No. 88308) 


raises an interesting question as to 


whether the terms of a 


partnership 
agreement to which the decedent was 
a party or the terms of the decedent’s 
will are to control for estate tax pur- 
poses in determining whether a_part- 
nership interest passing to the surviv- 
ing spouse qualifies for the marital de- 
duction in computation of decedent's 
Federal estate tax. 

rhe partnership agreement provided 
for a buy-out of a decedent's partner- 
ship interest from his estate except “that 
should the interest of any partner be 
left by will to any of the surviving part- 
ners, then such partnership business 
shall continue in uninterrupted opera- 
tion without payment for such interest, 
but merely by the transfer of such in- 
terest upon the books and records of the 
partnership.” The partnership, which 
was engaged in a plumbing business, 
consisted of the decedent, his wife, and 
his son. 

It appears that, if the interest of the 
decedent’s widow in the partnership 
were to be considered as acquired under 
the terms of decedent’s will, it might not 
qualify for the marital deduction. This 
is because of a provision divesting the 


widow of property bequeathed to her 
“in the event she should die before the 
final settlement” of decedent’s estate. 
Since the widow might have to survive 
the decedent for more than six months, 
this apparently is a nonqualifying ter- 
minable interest. 

The taxpayer is, therefore, arguing 
that even though the decedent incorpo- 
rated in his will provisions similar to 
those in his partnership agreement for 
the disposition of his partnership in- 
terest, the partnership agreement con- 
trols for marital deduction qualification 
purposes and not decedent’s will, even 
though under the partnership agreement 
it would seem that the provision comes 
into play only if there is a bequest in 
the decedent's will. ve 


General Shoe case may 
affect Pomona plan 


THE PREVIOUS RULINGS Of the Internal 
Revenue Service on the Pomona College 
type of tax-exempt life-income plan, as 
we indicated previously, has now been 
reversed (Rev. Rul. 60-370), ending the 
possibility of tax-free conversion of a 
man’s appreciated portfolio while he 
continues to receive the income. A num- 
ber of our colleagues have discussed with 
us the possible significance in this con- 
text of the recent decision of General 
Shoe Corp. (CA 6, 9/2/60), holding that 
the taxpayer contributing property to 
its pension trust realized capital gains 
on the contribution extent of 
the difference between the fair market 
value of the property and the cost basis 


to the 


of the property. 

Without embarking upon an extended 
discussion of this subject at this time, 
in view of the language of the opinion 
in the General Shoe case and the com- 
fort the Service may have derived from 
that language in support of a reversal of 
its present position on the Pomona Col- 
lege type of tax-exempt life-income plan, 
we do feel it desirable to quote from 
the Sixth Circuit’s opinion. The court 
stated: “The taxpayer realized exactly 
the same gain here by transferring the 
real estate as it would have had it sold 
the real estate for the fair market (or 
appraised) value and contributed the 
funds to the trust. Would the taxpayer 
say that if it had sold the real estate 
there would have been no taxable cap- 
ital gain in the situation? Can a tax- 
payer circumvent the capital gains tax 
by such a simple device? In Helvering 
v. Horst (311 U.S. 112, 115), the court 
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says that ‘Where the taxpayer does not 
receive payment of income in money 
or property realization may occur when 
the last step is taken by which he ob- 
tains the fruition of the economic gain 
which is already accrued to him.’ ” 
This would seem to be the same type 
of reasoning as must be behind the 
caveat in Rev. Rul. 57-328, which we 
alluded to in September in commenting 
on the currently talked-about plan to 
transfer Section 


306 stock to a trust 
established as part of a tax-exempt life- 
income plan. w 


Livingstone example corrected 


IN OUR December column in the item 
about the Livingstone transaction, there 
was a typographical error which several 
readers noticed. The example of a typi- 
cal transaction should have been as fol- 
lows: 

“Taxpayer purchases $1 million of 
Treasury notes exclusive of accrued in- 
terest for $920,000, borrowing 100% of 
the price to make the acquisition. Tax- 
payer prepays $60,000 of interest on this 
loan. The next year taxpayer sells the 
notes for $985,000, including accrued 
interest of $10,000. Taxpayer pays $15,- 
000 additional interest expense, and 
after paying off his loan of $920,000 has 
55,000. Tax- 
would have deducted interest of 


a net gain on the sale of 
payer 
$75,000 at ordinary income rates and 
reported $10,000 interest income at or- 
dinary rates and a long-term capital 
gain of $55,000 at capital gain rates, 
thereby making money as a result of the 
tax rate differential, even though he 
sustained an economic out-of-pocket loss 
of $10,000 on the transaction without 
reference to the tax benefits.” 





CLASSIFIED 
ADVERTISING 


Classified advertising will be accepted 
for publication for help wanted, situa- 
tions wanted, business opportunities, 
practices for purchase or sale, purchase 
and sale of merchandise, and similar 
items. Rate per insertion: 60¢ per line, 
minimum, $3. Address copy for adver- 
tisement, together with check, to The 
Journal of Taxation, 147 East 50th 
Street, New York 22. Replies should 
also be sent to this address. 











CPA Virginia, age 44, seventeen years di- 
versified public accounting and tax exper- 
ience, five years tax management experience 
in private industry, desires position with 
CPA firm leading to partnership interest. 
Box 523. 
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